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PREFACE 


HE semi-annual meeting on April eleventh was the first 
of the sessions which signalize the Academy’s fiftieth 
year of service to an informed public opinion in America 

and the world. The more formal observance of the semi- 
centennial will take place this autumn, but the April meeting 
brought vividly to mind the long usefulness of the Academy 
and its rise from the beginnings under Professor Burgess’s 
leadership in 1880. 

Characteristically, this meeting took up perhaps the most 
controversial and complicated question in the field of public 
law and in the politics of most or many of the states, a ques- 
tion on which deep-seated and sometimes partisan feelings 
have been stirred and on which vital economic interests are at 
stake. It was a topic on which it was essential, but difficult, to 
bring about a representative and scientific discussion, with 
assurance that the many angles of reasonable and reasoned 
opinion were being given a place in the program. The task 
was to bring about an enlightened and forward-looking dis- 
cussion in the present tense, without withholding fair repre- 
sentation from any important point of view which sought to 
contribute to the forum. 

To what extent the Trustees and officers of the Academy, 
with the codperation of members of the representative Program 
Committee, succeeded in bringing about a scholarly but pro- 
vocative discussion in keeping with the Academy tradition, 
may best be judged from the present volume of PROCEEDINGS. 
At the time of the various sessions on April eleventh, the pre- 
vailing view was that the meetings were performing the service 
of presenting a fair cross-section of American opinion on the 
timely topic of “ Public Control of Power”. It is of course 
true that the public consideration of this topic must be still in 
its preliminary stages, and no consensus of academic or prag- 
matic opinion has yet been reached. 

Certain it is that the daytime sessions on April eleventh 
brought together large and interested audiences, and more 
than 550 persons assembled in the evening for the semi-annual 
dinner. 
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One of the notable features of the day was the broadcasting 
of the afternoon addresses over WEAF and other stations 
affiliated with the National Broadcasting Company. This 
well-balanced excerpt from the day’s program was thus heard 
and enjoyed by many thousands of listeners in distant places, 
who are indebted to the National Broadcasting Company for 
this courtesy and privilege, as is also the Academy. 

The Trustees and officers of the Academy are grateful to 
all who took part in the program and in the open discussion, 
and who thus have contributed to this volume. The hope is 
that this compilation will prove informative and helpful to 
those engaged in study of the diversified phases of this pressing 
topic. 

The program of the three sessions was as follows: 


PROGRAM 


FIRST SESSION 


FRIDAY, APRIL 11, 1930, 10 a. M. 
NORTH BALLROOM, HOTEL ASTOR 


Topic: State Regulation 


ALBERT SHAW, Presiding 


Vice President, Academy of Political Science 
Editor, American Review of Reviews 


1. Introductory Address by the Presiding Officer. 


2. A Quarter-Century of Regulation by State Commission. 
Ws. E. MosHer, Professor of Political Science and Manag- 
ing Director, School of Citizenship and Public Affairs, 
Syracuse University. 
3. Have the State Commissions Fulfilled Their Intended Functions? 
Henry C. Spurr, Editor, Public Utilities Reports Anno- 
tated. 
4. Fact-Finding and the Judicial Function in the Work of State 
Commissions. 
Wm. A. PRENDERGAST, New York City. 


5. The State Abdicates, Business Governs Itself. 


Joun H. Gray, Professor and head of the Department of 
Economics, Graduate School of American University, 
Washington, D. C. 
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SECOND SESSION 


FRIDAY, APRIL 11, 2:30 P. M. 
NORTH BALLROOM, HOTEL ASTOR 


Topic : Immediate Problems in Public Control 


Epwin R. A. SELIGMAN, Presiding 
Professor of Political Economy, Columbia University 


1. The Breakdown of “ Present Value” as the Basis of Rate Control. 
James C. BonsriGut, Professor of Finance, Columbia 
University. 
2. Is Control of Operating Companies Sufficient? 
MarTIN J. INSULL, President Middle West Utilities Company. 
3. The “ Contract’ Method. 
RANDALL J. Le Bogur, Jr., General Counsel, Niagara- 
Hudson Power Corporation. 
4. The Courts and the Attraction of Capital. 
Rosert L. Hate, Assistant Professor of Legal Economics, 
Columbia University. 
5. The Massachusetts Proposals for Public Control. 
Lewis GOLDBERG, Commissioner, Massachusetts Department 
of Public Utilities. 
6. Discussion. 
NoEL T. Dow ino, Professor of Law, Columbia University, 
on Constitutional Aspects of Public Control. 
The Regulation of Holding Companies. (Read by title.) 
LoweLL M. GREENLAW, The Pullman Company, Chicago. 


THIRD SESSION 
SEMI-ANNUAL DINNER MEETING 


GRAND BALLROOM, HOTEL ASTOR 
FRIDAY, APRIL 11, 7 P. M. 


Topic: The Future of Power Supply 
and Public Control 
L. Ransom, Presiding 
Acting President, Academy of Political Science. 
Is the Interest of the Public Inconsistent with the Interest of the 
Utilities? 
Wi11aM J. Donovan, Counsel of N. Y. State Commission on 
the Revision of the Public Service Commissions Law. 
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The Courts and Commission Regulation. 
MarTIN T. MAnToN, Senior Circuit Judge, U. S. Circuit Court 
of Appeals, Second Circuit. 
The Future of Power Supply and Public Control. 
Fioyp L. Car Liste, Chairman, Niagara-Hudson Power Cor- 
poration. 
Revision of the Public Service Commissions Law (Subsequently con- 
tributed to this volume). 
FRANKLIN D. RoosEVELT, Governor of the State of New York. 


In the development and sponsoring of this program, the 
Trustees and officers of the Academy had the assistance of the 
following representative Program Committee: 


WILLIAM L. RANSOM, Chairman 


JoHN G. AGAR WALTER LIPPMANN 
GEORGE W. ALGER A. S. B. LITTLE 

JaMEs C. BONBRIGHT HowarD LEE McBAIN 
Wiuis H. BooTH JAMES L. MADDEN 

W. RANDOLPH BURGESS Lovick P. MILEs 

PAUL S. CLAPP OGDEN L. MILLs 

JuLtius HENRY COHEN PARKER T. Moon 
NorMAN H. Davis WILLIAM H. ONKEN, Jr. 
H. W. Dopps E.Luis L. PHILLIPS 
FELIX FRANKFURTER WALTER RAUTENSTRAUCH 
EpDwIN F. GAy FRANK A. REID 

MERWIN K. HART GEORGE ROBERTS 
GEORGE H. HowARD HENRY R. SEAGER 
RAYMOND V. INGERSOLL EDWIN R. A. SELIGMAN 
Cart D. JACKSON ALBERT SHAW 

THomas W. LAMONT FRANK W. SMITH 
WILLIAM C, LANGLEY HAROLD STANLEY 
ARTHUR LEHMAN WARREN R. VoorHIS 
SaM A. LEWISOHN PAUL M. WARBURG 


SAMUEL MCCUNE LINDSAY OweEN D. Younc 


Brief comment on the special qualifications of those who 
took part in the program for this meeting on the power question 
is as follows: 


Dr. ALBERT SHAW, the presiding officer of the morning 
session, has been for many years a trustee of the Academy and 
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its senior vice-president. He is the editor of the American 
Review of Reviews and a keen analyst and exponent of pro- 
gressive public opinion. 


PROFESSOR WILLIAM E. MOSHER is professor of political 
science and managing director of the School of Citizenship 
and Public Affairs at Syracuse University. He has written 
extensively on questions pertaining to the electric utilities, and 
served as Director of Research of the Commission on the 
Revision of the Public Service Commissions Law of the State 
of New York, known as the Knight Commission. 


HENRY C. SpurR is the editor of Public Utilities Reports 
Annotated, which compiles and publishes the decisions of courts 
and commissions on public utility questions. He is also the 
editor of Public Utilities Fortnightly and the author of a 
standard textbook and digest on the principles of public utility 
regulation, and has spoken and written extensively on utility 
subjects. 


WILLIAM A. PRENDERGAST served nine years as Chairman of 
the New York Public Service Commission and seven years as 
Comptroller of the City of New York. He has been a con- 
spicuous spokesman of what is generally deemed a conservative 
view as to the utilities. 


PROFESSOR JOHN H. Gray has been a pioneer and tireless 
worker in the field of utility regulation and valuation. He 
has been president of the American Economic Association, and 
is now the head of the Department of Economics of the Gradu- 
ate School of the American University, Washington, D. C. 


PROFESSOR E. R. A. SELIGMAN, long a trustee of the 
Academy, is McVickar Professor of Political Economy at 
Columbia University, and one of the world’s leading authorities 
on taxation and finance. 


PROFESSOR JAMES C. BONBRIGHT is professor of finance at 
Columbia University. By appointment of Governor Roose- 
velt, he served as a member of the Knight Commission, and 
has had much to do with the formulation and advocacy of its 
minority report. 
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MaRTIN J. INSULL of Chicago has been a leader and a 
builder in the public utility field, president of the National 
Electric Light Association, and an interpreter of the company 
point of view and interest. He is president of the Middle 
West Utilities Company. 


RANDALL J. LE Bogur, JR., is now the general counsel for 
the Niagara Hudson Power Corporation. He has served with 
distinction in various professional capacities. 


PROFESSOR ROBERT L. HALE holds the chair of legal econ- 
omics at Columbia University and has long been a keen and 
scholarly writer on valuation questions. He has opened trails 
which many have since followed. 


COMMISSIONER LEWIS GOLDBERG is a commissioner of the 
Massachusetts Department of Public Utilities and a vigorous 
champion of its policies. His comments on the Massachusetts 
experience afford timely contrasts and comparisons with what 
is taking place in New York. 


PROFESSOR NOEL T. DOWLING is a professor of law in the 
Columbia University School of Law, and an authority in the 
field of public law. He sets forth in his paper the results of a 
special study which has been conducted at Columbia University 
under his direction, as to the effect of the Commerce Clause as 
a limitation on state control of the power industry. 


LOWELL M. GREENLAW, who contributed a paper read by 
title, is general attorney for the Pullman Company and has 
done much research work pertaining to the regulation of 
utilities. 


WILLIAM J. DONOVAN is a specialist in the relation of gov- 
ernment to business. He has served the public in many pro- 
fessional capacities, most recently as counsel to the Knight 
Commission. His report in that capacity opened many matters 
for discussion. He is an alumnus of Columbia University and 
has served as an Alumni Trustee. 


JupDGE MARTIN T. MANTON was appointed to the United 
States District Court by President Woodrow Wilson, who 
later promoted him to the Circuit Court of Appeals. He is 
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now the senior and presiding judge for the Second Circuit. 
He is an alumnus of Columbia University. 


FLoyp L. CARLISLE is a banker and utility executive, “a 
builder of small enterprises into large”, now Chairman of the 
Niagara Hudson Power Corporation and a forceful defender 
of the policies of the companies with which he is identified. 


ERNEST GRUENING, who took part in the informal dis- 
cussions at the morning and afternoon sessions, is well known 
as an outspoken liberal. He has been managing editor of the 
Boston Traveler, the Boston Journal, the New York Tribune, 
and the Nation, and is now editor of the Portland Evening 
News. In 1924 Mr. Gruening was national publicity director 
for the La Follette Progressive campaign. 


SAMUEL FERGUSON is president of the Hartford Electric 
Light Company, and a thoughtful leader among utility execu- 
tives. He spoke extemporaneously in the discussion at the 
morning session. 


Dr. EDWARD W. Bemis, who contributed to the discussion at 
the afternoon session, was for some years a professor of 
political economy, but his special researches in the field of 
municipal monopolies led him to accept appointment as super- 
intendent of the water department of Cleveland, Ohio, from 
1901 to 1909, and as deputy commissioner of the water supply, 
gas and electricity in New York City, in 1919. He served for 
ten years on the Advisory Board of the Interstate Commerce 
Commission, in the valuation of railroads. He now acts as 
consultant for public officials on public utility matters. 


This representative program produced the balanced and 
informative discussion which is reflected in this volume. 
WILLIAM L. RANSOM 


Acting President of the Academy 
of Political Science. 
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CONTROL OF POWER* 


ALBERT SHAW 


Editor of The American Review of Reviews 
Vice-President of the Academy of Political Science 


HE three sessions arranged for today’s semi-annual meet- 
ing of the Academy of Political Science are devoted to 
the subject of governmental regulation and “ Control of 

Power”. This condensed phrase has reference to the scope 
and functions of state supervision, in respect to the kinds of 
public service rendered by corporations engaged in the business 
of supplying electrical energy for various purposes. 

Let me preface some opening remarks upon this topic by 
reminding you that the Academy of Political Science is now in 
its fiftieth year. Among its members are men who have be- 
longed to it for the full half-century. Dr. Edwin R. A. Selig- 
man of Columbia University, who will preside at the session 
this afternoon, is one of the earliest members. He was a 
student and an associate of the Academy’s first leader, Dr. 
Burgess. The services of Dr. Seligman as scholar and teacher 
at Columbia, and as publicist of wide influence, have continued 
with no sign of abatement and always with generous and un- 
sparing effort for the public welfare. Dr. Samuel McCune 
Lindsay, whose presidency of the Academy has been continu- 
ous through almost twenty years, and whose devoted effort has 
had so great a part in the maintenance of the high character 
and standards of the Academy’s past endeavors, is now absent 
on a tour of observation in the Far East. Judge William L. 
Ransom, our Acting President, who will preside at the evening 
sessian, has been a member of the Academy’s Board of Direc- 
tors for many years. It is to be noted that the Academy has 
derived incalculable advantage from its intimate association 
with Columbia University during its entire existence. 


1 Introductory remarks at the opening of the first session of the semi- 
annual meeting of the Academy of Political Science, April 11, 1930. 
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For the most part the topics chosen for discussion at the 
annual and semi-annual meetings of the Academy have had 
reference to questions of contemporary interest. Looking 
back over the long series of programs and published proceed- 
ings, the hasty inference might be drawn that the meetings 
have been arranged by opportunists, consulting newspaper 
headlines and seeking perchance to affect public opinion or 
political action in relation to some pending controversy. I am 
glad to say, however, that this has never been the case. The 
Academy does not engage in propaganda. Its encouragement 
of the scientific method of study and discussion in dealing with 
questions of immediate concern to society and to the state is 
all the better shown when its programs deal with topics chosen 
for their timeliness. 

In making choice of today’s general subject, the committee, 
I believe, has recognized most suitably the signs of the times. 
The State of New York has been engaged in an inquiry of un- 
precedented thoroughness with a view to changes in the present 
laws providing for the oversight of so-called “ utilities” at the 
hands of the Public Service Commission. Several speakers 
today will bring to the Academy the fruits of their protracted 
labors in connection with this inquiry. Within a few years the 
power companies have grown with amazing rapidity. Hun- 
dreds, if not thousands, of local companies supplying light, 
power and kindred services have been amalgamated into larger 
units of operation, and have come under the control of still 
larger financial groups or holding corporations. Scientific 
discoveries and engineering skill, meeting the demands of the 
most prosperous nation in the world, have ushered in an age 
of electricity with a present that makes the recent past seem 
slight and tentative, and with prospects of immense future 
developments. 

That the state must be cognizant of all this expanded activ- 
ity, must recognize its monopolistic aspects, and must seek to 
harmonize the interests at once of invested capital, intelligent 
initiative, and the consuming public, is generally admitted. 
The topic of today’s sessions, therefore, lies within the field 
of political science, is susceptible of academic treatment, is 
of immediate and absorbing interest, and is therefore well 
chosen for the consideration of this body at the present moment. 

[4] 
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We have for the forenoon session the general subject of state 
regulation. Immediate problems of public control wili form 
the group subject of the afternoon’s addresses. At the dinner 
session this evening the broad presentation of the issues of 
state control, as we forecast the future of electrical services 
and supplies, will be presented by speakers of the highest 
qualifications. 

The group of forces and characters involved in this general 
issue of governmental control over the stupendous activities of 
the utility corporations, presents itself to my mind as some- 
thing that might be given a stage setting, as if it were assum- 
ing the form of a drama—perhaps I should call it a modern 
type of miracle play. The stage is disclosed as one crowded 
with personages—many of them symbolical, while many others 
appear without disguise as well-known fellow-citizens. 

At the center of the platform there looms up a gigantic 
figure, clearly emblematical, and representing the so-called 
“Power Trust’”—this phrase not applying to any single corpor- 
ation, but to the monopolizing tendencies of the great utility 
undertakings. Equally conspicuous is the figure of “ Uncle 
Sam”, symbolizing not alone the federal authority but the 
governmental function, whether national, state or local. 

The audience is the plain public, and the stage is set with a 
view at once to instruct and to sway opinion. The audience 
obtains the impression that two contending influences are about 
to present themselves. One of them seeks to convince Uncle 
Sam that he must curb, shackle, subdue or destroy the Power 
Trust. The other influence is endeavoring to have it appear 
that this great agency, as thus symbolized, is in the nature of 
the case essentially a benefit-conferring public servant, who 
ought not to be hampered in the extension of his activities. 

Behind Uncle Sam, urging him to proceed vigorously, if not 
destructively, we find a group of symbolical figures, associated 
with personages more or less well-known, especially in the 
sphere of active politics. This group, though not entirely in 
accord as to methods of attack, are united in the sense of 
suspicious or even hostile sentiment toward the great figure 
of Capitalism in the form of organized utility service. 

The group purports to speak on behalf of the citizens as a 
whole, and of government as the main reliance of democracy. 

[5] 
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On this side of the stage the Spirit of Socialism is a conspicu- 
ous and an attractive figure, attired in modish dress of Euro- 
pean design. The Spirit of Communism is in no such pleasing 
guise, but is pressing forward in a bright red gown wearing 
headgear of Moscow pattern. 

An emblematic masculine figure representing Political Par- 
tisanship possesses several hats which are changed from time to 
time for reasons not always clearly apparent. This rather 
aggressive figure of partisanship is supported on the right 
hand and on the left by two theatrical persons made up to look 
as much as possible like the late William Jennings Bryan and 
the late Robert M. LaFollette. They represent the anti-cor- 
poration and anti-monopoly contentions and controversies that 
have survived through several decades, from a time when 
circumstances were almost as different as possible from those 
that exist today. 

Behind these ghostly figures of the past one recognizes a 
considerable number of well-known present-day personages, 
more or less prominent in politics and affairs, who proceed 
eagerly to offer Uncle Sam their personal lives and fortunes at 
the forefront of what they regard as the impending fight 
against the gigantic figure of incarnate Power, and his un- 
patriotic minions. Everyone on that side of the stage is trying 
in his own way to arouse Uncle Sam to a sense of some 
imminent danger from an aggrandized and a usurping Power 
Trust. 

Turning our gaze to the other side of the stage, we see a 
group made up in part of symbolic figures, and in part of well- 
known men wearing no disguises and appearing in ordinary 
business costume. The audience eagerly singles them out and 
recognizes them as having offices in Wall Street, in Phila- 
delphia, Chicago, Boston, San Francisco or elsewhere. They 
do not seem to be excited, and their attitude is neither that of 
menace nor of apology. 

Our attention, however, is held, not so much by these so- 
called magnates of the electrical world and the utilities cor- 
porations, as by several striking figures, evidently symbolical. 
They wear the robes of the classical period, as if they were 
goddesses descended from Mount Olympus. These white- 
robed, star-eyed, and dignified ladies, as it soon appears, are 

[6] 
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on the stage to represent the engineering professions and the 
scientific spirit of the research laboratories. 

The audience is asked to learn from these personages that 
a succession of marvelous inventions and discoveries, applied 
to the service of millions of people, has given the giant Power 
Trust his immense proportions and his obvious strength. They 
suggest that he is the emblem of organized efficiency, in the 
distribution of the benefits accruing from the direct and in- 
direct uses of electricity. 

On behalf of this group it is urged that human welfare has 
so much to gain from science that in spite of some past mis- 
takes and present faults of the giant agency (which they 
frankly admit Uncle Sam ought not to ignore), more harm 
than good might result from a kind of regulatory effort that 
would check and hamper a career that is upon the whole a 
beneficent one. In short, they ask the audience to believe that 
the giant is, in the main, a public-spirited as well as an amaz- 
ingly capable servant of the entire community. The more 
important of the business leaders, grouped behind these serene 
representatives of science and invention, look with approval 
upon the leadership and guidance of those who seek new truth 
in the realms of research. They think themselves in harmony 
with the times. They are optimists in an expanding age. 
They claim this age as belonging more distinctly to them, and 
to the scientific people symbolized by the Greek goddesses, 
than to certain of the reminiscent politicians who have been 
glowering at them so distrustfully from the other side of the 
stage. 

With the stage thus set for what seems to be a tableau rather 
than a play with some definite action, the audience wonders 
what is to break the spell. The curtain drops, and soon rises 
again upon a scene somewhat transformed. There has come 
forward a figure, now holding the center of the stage, wear- 
ing a dark robe with trimmings of ermine and looking, let us 
say, like Shakespeare’s Portia or like Judge Florence Allen of 
the Ohio Supreme Court. It appears at once that this person- 
age represents, in an allegorical way, the Spirit of Political 
Science. It is proclaimed that there is such a thing as the 
academic method of disinterested inquiry in the sphere of 


government and the state. It is argued that some questions 
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of public concern can be answered better by sincere efforts at 
investigation than by political controversy or by accusations 
and indictments. 

It is evident in this re-arrangement of the stage that Uncle 
Sam is disposed to welcome the symbolic personage who repre- 
sents the study of facts, and the attempt to shape public policies 
in accord with ascertained realities. On his part Uncle Sam 
is willing to make this Spirit of Political Investigation not only 
a respected member of the cast, but a particular protégée. 
The giant Power Trust on his part admits that he had on 
former occasions resented this personage as intrusive and as a 
theoretical young meddler. He had confused her in his own 
somewhat stupid way with the more gaily appareled person- 
age representing Socialism. Beholding, however, the wel- 
come that the laboratory ladies are bestowing upon the new- 
comer, he steps back courteously to await proceedings. He 
offers to assist if possible, and promises, at least, not to contend 
by unethical methods against the results that might follow 
from processes of study and investigation. The Greek char- 
acters representing Physical and Chemical Research, and Engi- 
neering Progress, extend the hand of fellowship and good 
understanding to the embodiment of Political Science. 

With the personage in the judicial robes taking the chair, 
it is agreed that the giant Power Trust is to be subjected, not 
to trial as if under indictment, but to reasonable and unprej- 
udiced investigation. It is desired to verify certain principles 
of regulation and control, and to see if the giant can serve the 
public better under revised rules and methods. On both sides 
of the platform it is admitted that Uncle Sam’s position as 
final authority must suffer no disparagement. He represents 
sovereignty, whether in the nation or in the state, even as (for 
purposes of this stage setting) the giant Power represents a 
congeries of corporations operating under federal and state 
auspices. 

If I should carry this whimsical account of imaginary stage 
scenes any further, you might think me not duly mindful of 
the dignity of the present occasion. Let me, then, say a few 
words to restore my standing, and to bring us directly to the 
program of the forenoon. Some of us present today have 
been so situated as to have dealt, for a long time past, with 
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these issues of the regulation of public service corporations. 
I could name men still active and influential who were once 
called “ radicals” or “socialists” by the corporation leaders, 
but who are now reproached as being ultra-conservative by a 
new generation of “ radicals”. 

These men would merely say that conditions have changed. 
Railroads which once resented regulation, whether of prac- 
tices or of rates, are today almost abjectly submissive to legis- 
latures and to standing commissions. They no longer assume 
to control state politics in their own interest. Public fran- 
chises are fully recognized as assets of the community, na- 
tional, state or municipal. Political Science may well consider 
those former conditions; and, in dealing with present methods 
of state regulation, it may properly ask to what extent the 
earlier dicta have become obsolete. Besides the interstate 
problems of control over steam and electric railway service, we 
have new problems relating to the use of the air for aviation 
and radio broadcasting, as well as the problems of electrical 
development and distribution. 

The principle of public regulation is no longer in dispute. 
Its methods and its extent are practical questions. There has 
come about a remarkable change of viewpoint and motive, on 
the part of those who control public utility corporations. They 
employ thousands of scientists in research laboratories, and 
seek their own success chiefly through the rewards that come 
legitimately from the rendering of improved service. Thus 
the harm that unregulated monopolies might inflict by arbi- 
trary methods or charges seems to be slight when compared 
with the benefits that may be conferred through the further 
achievements of science. Fortunately, most of the leaders in 
control of public service corporations today are as far as 
possible from the arrogant mood that was said to characterize 
certain captains of industry and transportation several de- 
cades ago. 

The present leaders honor Thomas A. Edison, for example, 
as typifying the unselfish life and transforming discoveries 
of the laboratory workers. They pay tribute to science in all 
its fields of service. They have contributed without stint to 
the support of research in the medical field, and have been 
among the foremost to honor such eminent leaders in the 
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sphere of public health as Dr. William H. Welch. Their own 
success, both present and future, is bound up with the success 
and prosperity of the American people. 

Happily, therefore, the real and necessary problems of public 
regulation can be dealt with in a favorable atmosphere. As 
between the two sides of controversies that were raging when 
I was a Western editor forty years ago, I might at times have 
been charged with what were, in some quarters, called “ anti- 
corporation” tendencies. But those controversies are now of 
the past, because circumstances have changed. The principles 
of political supremacy have gained an acceptance that was 
bitterly disputed forty years ago. It is the task of govern- 
ment today, as it is also the task of industrial leadership, to 
codperate beneficially. We should lose nothing of the value 
of the extraordinary initiative, and the freedom of opportunity, 
that have made privately controlled business so successful in 
the United States. 

We still have greedy and speculative explorers, bent upon 
seizing natural resources and exploiting them in their own 
interests regardless of the public welfare. The best thinkers 
and ablest managers in the work of supplying the public with 
power and light are not in sympathy with the squandering of 
resources, or with the alienation of public rights. There are 
also financial adventurers, doubtless, whose methods in seeking 
to amalgamate or to control numerous power companies of 
earlier origin ought to be fully investigated, in the interests 
at once of investors and of consumers. We are on the eve of 
stupendous expansions in the extent and the variety of the 
services to be rendered to the entire community by the dis- 
tribution of electrical power. Statesmanship calls for the 
thoroughgoing study of these new situations, that are present- 
ing themselves in changing aspects, from year to year, almost 
from day to day. 
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HAVE THE STATE COMMISSIONS FULFILLED 
THEIR INTENDED FUNCTIONS? 


HENRY C. SPURR 


Editor of Public Utilities Fortnightly 


HE answer to the question whether the state public 
service commissions have fulfilled their intended func- 
tions will depend to a considerable extent upon what 

one thinks the regulatory aim was. 

If the commissions were expected to cut existing rates in 
two whether this would pay the utilities or not, the commis- 
sions have failed. If the hope was that the commissions would 
put utility service within the reach of rich and poor alike 
without respect to its cost, or its effect on various groups of 
consumers, the commissions have not come up to expectations. 
If it is the sole business of the commissions to protect the rate- 
payers, the commissions have never functioned as intended. 
Finally, if our standard is perfection, we must admit that the 
commissions have fallen short of it. We could no more say 
that our commissions are functioning as they should than we 
could assert that our courts, our schools, our colleges, or even 
the states themselves are doing so, for all of these institutions 
are human. 

On the other hand, if we do not demand the impossible, if 
we think that all the commissions should reasonably be asked 
to do is so to regulate the utilities as to secure adequate and 
non-discriminatory service at rates which will encourage de- 
velopment because fair to both the ratepayers and the utilities, 
it is possible to say that the commissions have been acting in 
a creditable manner. 

If we compare state commission control of utilities with 
control prior to 1907 when the commissions began to be set 
up, and if we consider the tremendous development and im- 
provement in utility service since that time, we can confidently 
assert that commission regulation has functioned much better 
than direct legislative control, state or local, and that commis- 


(tr) 


12 PUBLIC CONTROL OF POWER [VoL.. XIV 


sion regulation has at least not been a stumbling block to utility 
development. 

Everyone who knows that commission regulation has been 
subjected to savage attacks at times, followed by investigations, 
often by hostile legislative committees, and that invariably 
these investigators have advised continuing and stiffening the 
commission laws, can safely conclude, without any other in- 
formation on the subject, that the commissions must be func- 
tioning fairly well; otherwise the recommendations would 
have been that the commissions be abolished. 

State commission regulation is theoretically sound. It 
should be better than regulation by the free play of competi- 
tion, by contracts, or by direct legislative action, state or local. 
Cut-throat competition in the utility field is now generally 
held to be bad for the public. The contract method has serious 
drawbacks. If we do not deal with the utilities through con- 
tracts, regulation must be by legislation, state or local. Local 
legislation has its disadvantages. For one reason—although 
there are others—the locality is too limited a unit of control. 

If the state is to regulate, it must do so either by direct 
legislation or through the agency of a commission. Regula- 
tion by a commission ought to be better than regulation by 
direct action of the legislature. The legislature does not have 
time to ascertain facts upon which specific regulatory action 
should be based. It is not in session throughout the year. It 
could not act quickly in an emergency such as that created by 
the war. A commission, on the other hand, may be continu- 
ously in session. It can ascertain the facts upon which its 
legislative and administrative action should be based. It can 
conduct hearings and give both sides a chance to produce their 
evidence. Theoretically, I repeat, this would seem to be the 
best form of regulation. How has it worked out? 

We can probably all agree that the new system was intended 
to end existing evils. These evils were wasteful struggles be- 
tween utilities for the occupation of fields not capable of sup- 
porting more than a single utility ; unfair discriminatory prac- 
tices; political bickerings between local authorities and the 
utilities over franchise rate contracts; and arbitrary actions 
of the legislature, often inspired by political motives, in fixing 
rates by direct legislation without an adequate knowledge of 
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the facts. The purpose of the new regulatory laws was to 
put the utilities under the control of a state agency equipped 
to assure the public of adequate service on fair terms and the 
utilities of a reasonable compensation. 

Good service at reasonable rates was the chief aim. Elimi- 
nation of losses due to rate wars was an incidental policy 
embedded in the commission laws for the purpose of obtaining 
the best service at reasonable rates. The elimination of un- 
fair discrimination in respect to both rates and service, a 
notorious evil, was a major purpose of the commission laws. 

With these main objects in view state commission regulation 
was launched. Over the utilities to be regulated the com- 
missions were given general power of supervision and control. 
They were authorized to enter upon utility premises for the 
purpose of inspection; they were given authority to examine 
employees and records; to prevent unreasonable rates and dis- 
crimination, local and personal; to fix rates; to value property 
for the purpose of determining rates; to establish joint rates; 
to compel the filing and posting of schedules; to prescribe 
forms of schedules, reports and uniform accounts; to regulate 
service and to prescribe standards of service; and some of 
them were given supervision over security issues. 

What the commissions were given power to do they were of 
course expected to do. So it is apparent that their functions 
were to be partly legislative, partly administrative, and partly 
quasi-judicial. 

Since their establishment the commissions have heard and 
decided thousands of disputed questions brought before them. 
They have exercised their regulatory powers without contro- 
versy in thousands of other cases. They have often, on their 
own initiative, moved against the utilities. 

By the exercise of their power over certificates of conveni- 
ence and necessity they have protected the utilities, the public 
and the ratepayers from wasteful competition. 

They have established uniform rules of accounting, a public 
service of undoubted value. 

They have forbidden unlawful discrimination in the shape 
of concessions to various classes of consumers such as the gov- 
ernment, municipalities, employees, officers, stockholders and 
large consumers. 
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They have prevented the discontinuance of service because 
of disputes over bills. 

They have compelled reparations for overcharges. 

In a number of states where commissions have the requisite 
power, they have maintained a close supervision over security 
issues. The present California Railroad Commission, for ex- 
ample, since its organization in 1912, has supervised the issu- 
ance of nearly $3,000,000,000 of utility security issues. 

The commissions have established standards of service and 
enforced them. They have ordered extensions of service 
where they would otherwise not have been made. They have 
prevented abandonment of service where it would otherwise 
have been abandoned. They have ordered physical connec- 
tions between telephone lines and railway lines which would 
not have been made except through the compulsory action of 
the commissions. They have maintained laboratories for 
standard tests for the purpose of improving service. 

They have eliminated many grade crossings and appor- 
tioned the expense of making the highways safe from crossing 
accidents. Pennsylvania, for instance, spends $1,000,000 a 
month for the elimination of dangerous crossings. The com- 
mission has supervised the expenditure of $180,000,000 for 
that purpose. In addition to elimination, the commissions have 
ordered the protection of grade crossings by modern signaling 
devices. 

They have investigated accidents for the purpose of estab- 
lishing measures for their prevention. They have inspected 
utility property for the purpose of insuring safe and adequate 
service. This is an important administrative function. Asa 
result of inspection of overhead electric construction by the 
staff of the California Railroad Commission, for example, 
350,000 potential causes of accidents to utility operators or 
to the general public were corrected upon the orders of the 
commission. 

The commissions are handling an enormous number of in- 
formal complaints. The New York Commission gets over 
forty of these for every working day. These complaints are 
generally regarded as minor, but they are important to the 
customers involved. The complaints relate to service, discon- 


tinuance for nonpayment of bills, overcharges, and many other 
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matters which constantly arise between business concerns and 
their customers. These informal complaints are adjusted 
through the office of the commission. Often a single letter is 
all that is necessary. Sometimes a personal investigation by 
the commission’s staff is required. If action is not secured, 
the matter becomes a formal complaint to be disposed of by 
the commission. 

Here is a story by a small town publisher in Oklahoma. His 
printing shop was located in a building in which there was 
also a small machine shop. He thought his bills for electricity 
were too high and upon investigation found that his shop and 
his neighbor’s shop were connected to a single meter and 
that he and the other tenant were each charged for the full 
amount of current registered on the meter. He reported this 
to the office of the company but got no redress. He reported 
it a second time. No response. Then he wrote to the Cor- 
poration Commission. Within thirty-six hours two men from 
the company were in his shop to fix the meter and figure out 
a proper adjustment of his bill. This was better than an 
expensive court action. 

The very fact, moreover, that complaints may go in this 
informal way before the commission and receive the commis- 
sion’s attention is likely in most cases to secure prompt action 
from the utilities when complaints are made in the first in- 
stance at their office. There is an entirely different atmos- 
phere at the headquarters of the public utilities with reference 
to complaints than there used to be before commission regula- 
tion. Without doubt this is largely owing to the fact that 
complaints can easily reach the ears of the commissions and 
that if the utilities do not listen to the first plea the commis- 
sions will listen and compel adjustments. 

In respect to all of the matters mentioned, commission regu- 
lation has functioned admirably well. There has been no 
serious complaint as to the manner in which the service of the 
companies has been regulated. The service of our American 
utilities as a whole is probably the best in the world. 

There is no question but that they have eliminated local 
politics from regulation and that they have in a large measure 
done away with arbitrary legislative action in regulation. 


Whatever complaint there has been as to commission short- 
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comings in respect to any of the activities mentioned bears 
upon a question which I now come to. If you will examine 
the charges that commission regulation has broken down, or is 
halting and beating time, you will find that they are mostly 
based on a mere difference of opinion as to the reasonableness 
of rates. The idea is that the utilities are still charging 
exorbitant rates and that the commissions have not been able 
to stop them, either because the commissions are utility-minded, 
or limited in power, or inadequately financed, or else because 
the courts are blocking them. If we go to the bottom of 
the matter we find that all roads of discontent lead to that 
source of controversy known as the rate base. 

I shall not attempt to discuss the merits of that question; 
but let me in passing state a fact which is often overlooked. 
When the commission movement was started, valuation of 
utility property was the ratepayers’ panacea for low rates. 
They had succeeded in getting a rule from the Supreme Court 
to the effect that railroads were entitled to earn a return on no 
more than the fair value of their property. The ratepayers, 
in the interest of low rates, even tried to have the Supreme 
Court announce the rule that present value is to be measured 
by the cost of reproduction, but they failed in that. The 
Supreme Court held that other factors must be considered, in- 
cluding the cost of the property. 

At the time the commissions were established there was a 
widespread belief that utilities were charging extortionate 
rates based on watered stock. What the public at that time 
wanted was to limit the return to the value of the property, 
rather than to allow the companies to pay dividends on water, 
so valuation was made the cornerstone of most of the new 
laws. Congress felt the impulse of this new movement and 
ordered the Interstate Commerce Commission to value the 
railroads. There is not the slightest intimation in any of the 
statutes that the legislatures expected the return to be based 
on prudent investment. The evidence to the contrary is 
overwhelming. 

It may therefore be said that even in limiting the return to 
the fair value of the property, the courts have not prevented 
the commissions from fulfilling their functions as originally 
intended. About all that can accurately be stated by those 
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who declare that regulation has not turned out as expected in 
respect to rates, is that the values allowed have been too high ; 
and that of course simmers down merely to another difference 
of opinion. 

But suppose for the sake of our inquiry we overlook that. 
Let us assume that the fathers of regulation were wrong; that 
times have changed. Suppose we say that every decision of a 
federal court declaring a utility rate confiscatory is wrong, 
and that every decision of a federal court in favor of a utility 
company is an interference with commission regulation. How 
have the commissions functioned with respect to rate control 
in spite of this handicap, and to what extent has state regula- 
tion been interfered with by federal court decisions? 

Before the war the tendency of the commissions was to 
reduce rates. During the war they increased rates. Recently 
they have been reducing them again. 

Some time ago I asked the commissions to estimate the sav- 
ings which had resulted from decreases in gas and electric 
rates for the last five years through the efforts of the com- 
missions. Here are some of the estimates furnished by the 
commissions. 

California, five years, $6,500,000 (cumulative savings not 
estimated). 

Georgia, for the last two years; $1,500,000 per annum. 

Indiana, reduction in electric rates for five years, $6,000,000. 
Reduction in gas rates for the last two years, $200,000. 

Maryland, conservative estimates of savings to gas and 
electric consumers since 1923, between $13,000,000 and 
$14,000,000. 

Michigan, savings through rate reductions in five years, 
$14,597,388 for electric service, and $1,175,171 for gas service. 

Missouri, reductions in rates since 1928 through formal 
investigations and conferences with utility operators, over 
$2,000,000 a year. 

New Jersey, estimated savings to gas and electric con- 
sumers for 1929, $8,134,810, based on production over a 
period beginning in 1924. 

Pennsylvania, savings of approximately $25,000,000 a year 
over rates that were in effect in 1914. 

Oklahoma, estimated savings, $3,730,000. 
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Utah, savings approximating $1,000,000. 

Virginia, savings for five years, $2,675,000. 

Henry A. Frazier, recorder of the California Railroad Com- 
mission, says that for every dollar expended by the Railroad 
Commission in regulating the utilities, there have been re- 
turned to the ratepayers $7 in reduced utility charges, irre- 
spective of any savings accruing because of the refusal of the 
commission to sanction requested increases in rates or because 
of the part played by the commission in winning substantial 
reductions in interstate rates. 

Certainly a return of seven dollars on every dollar in- 
vested is a handsome profit for the public on the regulatory 
enterprise. And we could hardly say that commission regu- 
lation is a failure even if we thought it should have produced 
a return of eight dollars instead of seven on every dollar 
invested. 

How far have the federal courts interfered with the proper 
functioning of the commissions, on the theory that the federal 
court decisions are wrong? The utility companies have been 
represented as rushing headlong into the federal courts to 
thwart the state commissions. This has even been said to be 
an interference with state rights. Statements of this sort not 
only show a lack of understanding of the value of fundamental 
liberties which the courts protect, but they are a gross ex- 
aggeration of the situation. 

Take New York State. From 1921 to 1928 inclusive, the 
New York commission entered 11,440 formal orders in pro- 
ceedings brought before the commission. Of these 11,440 
cases only three were appealed to the federal courts. Only 
two involved the question of rates. This does not appear to 
be a very serious interference on the part of the federal courts 
with the functions of the state commission in New York. 
The same is true in other states although in varying degrees. 
Chairman Henry C. Attwill, of the Massachusetts Department 
of Public Utilities, has said that since 1869 Massachusetts has 
attempted to regulate railroads and railways by commissions, 
and since 1885 gas and electric companies. He doubts that 
in all that period of time the decisions of the Massachusetts 
commission have been reversed by appeals to the courts more 


than ten times. The present department has been reversed 
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but once and the chairman declares that in rate cases he knows 
of no instance of reversal. 

The fact is that the number of appeals to federal courts as 
compared with the total amount of business done by the com- 
missions throughout the nation is negligible. The disposition 
of the utility companies, especially the electric utilities, has 
been to avoid litigation. Where it has been necessary to 
thresh out disputed questions before the commissions the tend- 
ency has been to abide by the commission decisions. We have 
had a few great rate cases which have gone to the federal 
courts and which have been expensive and slow-moving, but 
these are only exceptions to the general rule. Commission 
procedure is usually final. 

The disposition to abide by the decisions of the commissions 
is not due to the fact that the commissions are in practice fol- 
lowing the Supreme Court value rule, and that the utilities 
are insisting on it. In Massachusetts, for example, where 
they have had so few court appeals, the utilities have never 
been allowed to earn a return on the value of their property. 
A former chairman of the Wisconsin commission once said 
that out of hundreds of rate cases before his commission he 
could count on the fingers of one hand the utilities that had 
stood out for a return on the full value of their property. In 
my judgment a law in New York State requiring the valua- 
tion of all utility properties would result in a benefit to the 
utilities rather than to the ratepayers, because the probability 
is that the utilities are not now insisting upon a return on the 
full value of their property. 

It is said that the commissions are not functioning as in- 
tended because they have tended to become too judicial. The 
theory seems to be that the utilities have an ample safeguard 
in the courts; that the utilities are able to protect themselves, 
but that the ratepayer must be looked after by the commis- 
sions. But if the utilities on the one hand are going to 
receive no protection by the commissions from the unjust 
demands of the ratepayers and on the other are to be con- 
sidered as blocking regulation by appeals to the courts, they 
are certainly not getting much encouragement. 

The contention that the utilities should not have fair judicial 
treatment before the commissions finds no support either in 
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ethics or in the statutes. To adopt such a policy would be only 
to invite what the critics of regulation profess to deplore, that 
is to say, appeals to the courts. Utilities are entitled to fair 
treatment somewhere. If they cannot get it before the com- 
missions they will be forced into the courts. New York fur- 
fishes a good illustration of that fact. 

I have already said that out of 11,440 formal orders en- 
tered by the present judicially minded commission, between 
1921 and 1928, there were only three appeals to the federal 
courts. From three regulatory acts of a partisan-minded 
legislature during the same period there were twenty-seven 
appeals to the federal courts, one of which is pending. In 
all the others, the acts were declared unconstitutional because 
confiscatory. 

It is charged that the tendency of the commission to assume 
the judicial réle puts a handicap upon the ratepayers because 
they are not able to hire as high-priced lawyers and experts 
as the utilities. But if we judge by the results of the com- 
mission decisions, the supposed handicap has not been very 
serious. The dissenting opinion of Mr. Justice Brandeis in 
the Southwestern Bell Telephone case has been regarded as 
the ratepayers’ Magna Charta. In support of his opinion, 
Mr. Justice Brandeis cited 363 cases decided by the state com- 
missions from 1920 to 1923. Of these, 358 were in support 
of Mr. Justice Brandeis’ views, and only five were opposed. 
This is not a very bad record for handicapped ratepayers 
before “judicially minded” commissions. The fact is that 
notwithstanding any supposed disadvantage the ratepayers 
may labor under by reason of lack of legal and technical talent, 
they have more often been successful before the commissions 
than the utilities in contested cases. 

Moreover, the theory that the commissions should be parti- 
san to ratepayers is unsound as well as unethical. The rate- 
payers do not constitute the public any more than do the stock- 
holders. The people of the entire state are the “ public”. 
The ratepayers and the stockholders are both moved by a 
private interest. Utility service has a much wider interest 
than that of the locality in which it is rendered. If all of 
the utilities in the City of New York were to shut down for 
a week, the welfare of the people of the entire state would 
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be affected. It is therefore to the interest of the entire state 
that there shall be a continuous flow of utility service and to 
that end, that rates shall be fair and non-discriminatory on 
the one hand and on the other that they shall not be so low 
as to cripple the utilities. 

Consequently the preservation of the public interest in 
public utility service demands that private interests of the 
ratepayers and stockholders shall be balanced for the public 
good. It is that public interest which the commissions are 
supposed to protect; it is that interest they have endeavored 
to protect by acting in an impartial, judicial manner. I be- 
lieve that in this respect they have functioned as intended. I 
hope they always will. 

This tendency of the commissions to be fair to the utilities 
must have been greatly heartening to capital. It is different 
from the political and partisan methods which formerly pre- 
vailed in dealing with regulatory questions. The commission 
method has undoubtedly greatly accelerated the flow of capital 
into the utility field. The development of utility service has 
unquestionably been hastened by this type of equitable com- 
mission regulation. It would be hardly too much to say that 
it is regulation’s greatest contribution to the public welfare. 

Commission regulation has, of course, been far from perfect. 
Without any change in the laws governing their functions, the 
effectiveness of the commissions could be increased by larger 
appropriations, providing better compensation for the com- 
missioners and their staffs. Their powers could also be en- 
larged and regulation could be more extensive than it is. 
Utilities could and should be subjected to federal control of 
interstate matters which cannot be reached by the states. But 
how far regulation should be extended over the conduct of the 
business itself is a debatable question. I believe that regula- 
tion can be overdone to the detriment of the public. ? 

If wasteful competition between utilities of the same. kind 
is prevented ; if satisfactory accounting practices are enforced; 
if standards of adequate service are established and enforced; 
if reasonable complaints are satisfied ; if unfair discriminatory 
practices are abolished; if security issues are scrutinized for 
the protection of investors; and if scientific rate schedules are 
insisted on, containing rates which will permit fair treatment 
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of various classes of consumers and which at the same time will 
promote the expansion of the service, we have gone a long 
way toward the end of the road. The courts will never allow 
state commissions to become managers of public utilities, nor 
would it be wise to do so. 

When it comes to the question of keeping the return for the 
service down to the lowest notch possible by forcible commis- 
sion action, I believe we are often penny-wise and pound- 
foolish. 

The utilities have made the people of the country richer, 
not poorer. That means that they have never charged the 
full value of the service. As an economic proposition, no 
business could have expanded to the extent that the utility 
business has on the basis of extortionate rates. 

There was once a time when our great modern utility 
services did not exist. These services have been presented to 
the public by inventive and commercial genius, by men of 
vision who have had the courage to risk their money. The 
demand for their service is a created demand. The demand 
exists because the service has been demonstrated to be of great 
value. It would not exist if the people did not believe that it 
was worth much more than has ever been asked for it. The 
mere size of the business is a complete answer to the charge 
of extortion. 

One inventor who was also the organizer of the business of 
exploiting his invention, made a fortune of $20,000,000 in 
twenty years. But his invention saved the people of the 
country $120,000,000 a year. The people got $120,000,000 
a year in return for $1,000,000 a year. Why be too finicky 
about that $1,000,000 payment? 

Out in a country district a telephone subscriber threatened 
to sue the company for $60 which he claimed he had lost be- 
cause his telephone was out of order for three days. At that 
rate his service was saving him $600 a month. Why claim 
that the company is picking his pocket by a charge of $10 or 
$20 or even $30 a month for that service? Assuming that 
he exaggerated his losses for the three days his phone was not 
working, his telephone service was undoubtedly putting at least 
$2 in his pocket for every dollar the company charged him. 
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If, then, our utilities are making the people richer every day 
they operate, why get too much wrought up over the question 
whether they should earn six or seven per cent on the value 
of their property or on their actual investment in it? 

The men who have presented this gold mine to the people 
are entitled to something for themselves. If they are making 
the people richer, as they are, they should have something 
more than the lowest possible wage. In my judgment they 
are entitled to aliberal wage. But aside from that, I think the 
public would get more by the adoption of this policy. 

It seems to me that we do not need to be very much con- 
cerned about this question of utility return, because in the 
case of most of the utilities the people are pretty well pro- 
tected by competitive forces which are still at work. Gas is 
now a heating proposition and in constant competition with 
coal and oil. Domestic electric service would be a luxury 
were it not for commercial service, and commercial service is 
on a competitive basis. Control of rates in the electric rail- 
way field would seem to be no longer necessary, because com- 
petitive forces are in the saddle and seem to be riding rough- 
shod over arbitrary attempts at regulation. I do not say that 
we should not attempt to regulate the return, but I do think 
that we should not endeavor to carry the answer to the prob- 
lem to the tenth decimal point. 

All things considered, I think the commissions have func- 
tioned remarkably well as originally intended. They have 
eliminated local politics in regulation. They have to a large 
extent prevented arbitrary legislative action. They have pro- 
tected the public and the utilities from wasteful competition. 
They have eliminated discriminatory practices. They have 
established uniform accounting and reasonable standards of 
service. They have adjusted an enormous amount of com- 
plaints, and thereby not only satisfied utility customers but 
helped to build up better public relations between the utilities 
and the ratepayers. By a broadminded policy of dealing 
fairly with the utilities as well as their customers the com- 
missions have accelerated the flow of capital into the utility 
field and thereby hastened development. They have not hesi- 
tated to increase rates as well as to decrease rates when neces- 
sary. They have not blocked development of the service. 
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In a word, they have made a tremendously important contri- 
bution to the public welfare. 

Commission regulation, being a human activity, has been 
far from perfect. It may be strengthened, but it must not 
be carried so far as to defeat its purpose, which is the greatest 
economic good to the public. 

[24] 


FACT-FINDING AND THE JUDICIAL FUNCTION IN 
THE WORK OF STATE COMMISSIONS 


WILLIAM A. PRENDERGAST 


Former Chairman of the Public Service Commission of 
the State of New York 


EGULATORY COMMISSIONS have become the means 
R through which the state has sought to exercise control 
over the relations of utility concerns rendering service 
to the public. The powers given to these commissions have 
been far-reaching and in many cases almost despotic. But the 
operation of these powers has always been governed by a fun- 
damental precept clearly set forth in Munn v. Illinois (94 U.S. 
Rep. 113) as follows: 


Rights of property, and to a reasonable compensation for its use, 
created by the common law, cannot be taken away without due process ; 
but the law itself, as a rule of conduct, may, unless constitutional 
limitations forbid, be changed at the will of the legislature. The great 
office of statutes is to remedy defects in the common law as they are 
developed, and to adapt it to the changes of time and circumstances. 


It is obvious, therefore, that a commission must be governed by 
the law, and in making its findings as to “ reasonable compen- 
sation” it must search for and determine the facts. The ques- 
tion arises what are the functions of a state commission? Is 
it solely a fact-finding body, or does it exercise a judicial 
function? 

The word “fact” has a variety of meanings. For our pur- 
poses it signifies a state of things or the existence of things. A 
fact-finding body is one which seeks for and ascertains the 
facts material and necessary to be considered in order to arrive 
at a determination of fact. 

What is a judicial function? As I understand it, it is the 
doing of something in the nature of the action of a court. 
Where there is the exercise of neither discretion nor judgment 
there is not the exercise of a judicial function. And still it is 
not always true that every function wherein judgment and dis- 
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cretion are exercised is a judicial one. Judicial function pre- 
supposes the use of mental processes in the determination of 
law or of fact and at times involves discretion as to how what- 
ever power is to be used shall be used. 

What a judicial function is does not depend solely upon the 
mental operation by which it is performed, or the importance 
of the act performed. The authority to determine the rights 
of persons or of property by arbitrating between adversaries in 
special controversies, coupled with the authority to declare the 
law as it should be applied to the facts found, or the authority 
to hear and determine when the rights of persons or property 
are the subject matter of the adjudication, confers judicial 
power and is the exercise of a judicial function. 

It is held, and rightly so, that certain functions of the Public 
Service Commission are of a quasi-judicial character. I think 
this term is used only because it is not always possible to dis- 
tinguish between purely judicial acts and those ministerial 
functions which can only be properly performed in one par- 
ticular way. The courts have held that an office is a quasi- 
judicial one when it is invested with power to decide property 
rights, and other courts have held that quasi-judicial functions 
lie midway between those that are purely judicial and those 
that are ministerial or adminstrative. 

The topic I am discussing should not have been made quite 
so inclusive, because the distinction between judicial and min- 
isterial functions must of necessity depend upon the law of the 
state in which the officer or body possessing these functions is 
domiciled. I am only assuming what the law of the state may 
be in the case of other commissions, but can speak with some 
familiarity regarding that of New York State. 

When the Public Service Commission of the State of New 
York was created, the statute itself was an advanced step in 
legislation. The construction and application of the provisions 
of that statute necessarily introduced questions of difficulty. 
The courts were careful in the earlier cases to go no further 
in the expression of judicial opinion than was requisite for the 
decision of the precise question presented. While the law 
itself is an ancient and fairly well developed science, regulation 
by the states is comparatively new, and, I believe, is still in the 
stage of development. 
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It had been well settled for many years prior to the enact- 
ment of the Public Service Commissions Law that the common 
law writ of certiorari issued to review only the decisions of 
inferior judicial or quasi-judicial tribunals. Yet we find that 
the common law writ of certiorari was early recognized as the 
proper manner in which to review the action of the Public 
Service Commission, although the courts recognized that 
official acts which were executive, legislative, administrative 
or ministerial in their character were not subject to review by 
certiorari. And the courts held that determinations of the com- 
mission establishing rates were quasi-judicial in their nature 
and reviewable by the common law writ of certiorari. 

Here we must not be misled by names. The term “ judicial” 
is used in judicial literature and opinions and in textbooks in 
two distinctly different senses. The action of an administra- 
tive or executive officer or board may involve the exercise of 
judgment and such action is quite often termed “ judicial”. 
The word so used is quite different from what is meant when 
we speak of judges as judicial officers, and the fact that public 
officers or agents exercise judgment and discretion in the per- 
formance of their duties does not make their actions judicial in 
character. But where a body is authorized and required to 
take evidence, and all parties interested are entitled to notice 
and a hearing, and after the findings of fact have been made, 
if such a body has discretion and may fix by its orders rates 
which in their very nature affect property rights, the order 
which it makes is clearly judicial in its character. 

For instance, the action of the Public Service Commission in 
consenting to the discontinuance of a station on a line of rail- 
way is not an act merely of administration but is judicial in 
its character. The act is judicial because the law impliedly 
requires the commission to first decide a question of fact and 
then requires it to go further and exercise its judgment upon 
evidence determining whether or not a consent should be 
given. The question is between those patronizing the station 
and the inconvenience and monetary loss to the railroad com- 
pany in maintaining the station and continuing to stop its trains 
there. 

The grant of certificates of public convenience and necessity 
for the operation of ee lines, for the operation of 
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electric systems, for the construction of steam and electric rail- 
roads, for the building of gas plants and for the construction 
of telephone lines is administrative and ministerial and also 
judicial. 

The legislature has the power to fix maximum rates. Never- 
theless, such power is not inherently and exclusively legisla- 
tive. To the commission has been entrusted the duty of ascer- 
taining facts and after a public hearing determining what is 
a reasonable maximum rate. And the commissions in these 
cases act quasi-judicially. 

In many of its duties the commission is an administrative 
fact-finding body only, and to assume that it is wholly either 
administrative or quasi-judicial is to start in a wrong direction. 
Most critics of utility regulation have no idea of the character 
and amount of work performed by regulatory commissions in 
the larger states. They invariably argue that the commis- 
sion’s most important function, and to their mind the only 
function, is that of fixing rates. As a practical matter—and 
I speak of the New York State commission alone, although I 
am sure the record of the work of other commissions in the 
larger states would be substantially the same—rate cases con- 
stitute a small percentage of the proceedings heard in the 
course of a year by the public service commissions. Millions 
of dollars in security issues are reviewed and authorized by the 
state commissions. Thousands of proceedings involving the 
right to exercise franchises are heard. More than fifty in- 
formal complaints as to the service of utilities are adjusted 
every day by the New York State Public Service Commission. 
Continuous tests are made as to the quality, safety and proper 
purveying of the products of utilities. And the critics who, 
as I say, seem to base their judgment on the handling of rate 
cases, although I have never known of a single instance where 
the lowering of a rate was publicly praised, argue that regula- 
tion is a failure because certain rates have to be increased or 
not arbitrarily reduced. 

When the commission acts upon its own initiative, as it very 
frequently does, and proceeds to take testimony and hear and 
determine contested questions of fact and fix rates, and decide 
in the same manner the form of rate orders, and even pass on 
joint rates and distribute joint fares between connecting car- 
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riers, the questions are more than administrative or ministerial 
ones. The order must be and is judicial in its character. So 
I think we can safely assume that whether the proceedings be- 
fore a Public Service Commission are to be regarded as legis- 
lative or otherwise does not depend so much upon the char- 
acter of the body before which they have taken place as upon 
the character of the proceedings themselves. And it is easy 
then to see that the power granted to and exercised by the 
Public Service Commission includes a great deal more than 
may be strictly defined as the legislative act of fixing rates. 

The Court of Appeals of this state, in one of the first and 
most important appeals which went to that body from a de- 
termination of the Public Service Commission, said that the 
paramount purpose of the Public Service Commission was to 
protect and enforce the rights of the people. And the court 
mentioned a number of duties involved in thus protecting the 
rights of the public. It is well to bear in mind that the first 
duty mentioned was that public service corporations had to 
render to the public reasonable and proper service, maintain 
their equipment in good order, operate with safety to the 
public, and fulfill all reasonable demands of the public for 
service. All these things were to be done and the corporation 
was to receive a proper and reasonable compensation therefor. 
One of the legislative purposes, the court said, was to prevent 
utility corporations from issuing stocks and bonds without 
actual consideration therefor, or for improper purposes. But 
the commission was given only such duties and opportunity for 
the use of discretion and judgment as could be exercised under 
the express limitations of the statute. And no powers beyond 
the statute could be exercised by the commission. At the same 
time, it was given no power in contempt proceedings or to im- 
pose or collect fines. It could sue in the courts for penalties 
and it could call upon the courts to restrain violations of law 
and to enforce its own acts. 

Nevertheless, the courts in passing upon determinations of 
the commission have said that they had no power to substitute 
their judgment of what was reasonable in place of the deter- 
mination of the Public Service Commission, and that the court 
could only annul the order of the commission if it violated 
some rule of law. 
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It was not intended that the courts should interfere with the 
commissions or review their determinations further than was 
necessary to keep them within the law and to protect the con- 
stitutional rights of the corporations over which they had been 
given control. 

The critics and detractors of the electric industry at first 
undertook to attack that most successful of our industrial en- 
terprises by asserting that proper vigilance was not being ex- 
ercised over rates and charges, because there had been a break- 
down in the administration of the regulatory commissions. 
They have since shifted their ground and now allege that the 
function of the commission should be that of a prosecutor of 
the utilities. This was not the original concept of the char- 
acter of the commission, is not now the proper concept, and 
never should be. It is obvious that if the commission is to 
represent only the customers of the utilities and act only in 
their interests the sole source of protection the utilities will 
have is the courts, and this will result in making the courts an 
even greater influence in the determination of utility problems 
than they have ever been before. It will thus aggravate the 
very condition that commission and utility critics have been 
denouncing, namely, that there has been too much recourse to 
the courts upon questions that should be decided by the 
commissions. 

The issue thus raised is one of supreme importance, and it 
must be met and settled by direct and definite arguments and 
methods. There is always a disposition on the part of poli- 
ticians to pander to what they believe to be public sentiment 
against capital. In fact, this is a favorite game of legislators 
and other office-holders. This attitude must be curbed by 
frank discussion of economic questions and a determination to 
assert the mutual rights and interests of capital and those 
whom it serves, in other words, the public. In this way we 
shall be maintaining the sound principles of American busi- 
ness and American justice. If justice is denied, business will 
suffer. If business suffers, the public is the victim. 

There are certain inherent principles in the regulative 
theory. It was established to secure fair dealing for all and to 
prevent persecution of any interest. These principles are 
simple and should be well understood. 
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1. The consumer is entitled to just and reasonable rates for 
the service or commodity he buys from the utilities. 


2. He is equally entitled to ample service and every possible 
measure of safety in the supplying of that service. 


3. It is the duty of the commission to see that the consumers 
are given adequate protection in the enjoyment of these rights. 

4. The property of the utility is private property, devoted 
to a public use, and the investors in that property are entitled 
to every protection of the law (equally with the consumers) 
and to a fair return upon their investment. 


5. Their investment is entitled to protection against the un- 
fair attacks of politicians and self-seeking complainants, and 
they have a right to look to the commission for this protection. 


Unless the interests of the consumers and utilities receive 
equal protection both will be harmed. If the utilities are sub- 
jected to unfair attack their credit will suffer, and this will 
prevent their attracting the required capital with which to give 
good service and extend their operations. If this happens the 
public is the sufferer. 

In order to determine that rates are fair and that service is 
adequate the commissions must be informed regarding the 
activities of the utilities, and must have adequate staffs to ac- 
complish this. To the extent that the means have been pro- 
vided the commissions have been able to keep abreast of the 
operations of the serving companies. The testimony pre- 
sented by the New York State commission to the Committee 
on Revision of the Public Service Commissions Law during the 
last six months is the best evidence that the work performed by 
the commission was very great and much more than should 
have been expected of it with the staff at its disposal. 

Will anyone seriously assert that the question of determin- 
ing the valuation of a property, be it great or small, does not 
require the exercise of a discretionary judgment? Does not 
the performance of that act possess all the character of a judi- 
cial operation? Efforts are now being made, I am aware, to 
render the determination of the value of utility properties a 
very simple and almost automatic proceeding by the rather 
frayed and heretofore unacceptable device naively called 
“prudent investment”. The high priests of low and uncon- 
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stitutional valuations are now threatening that if their plans 
are not adopted, the municipalities must be authorized to create 
their own electric and gas plants and operate them in com- 
petition with the present utilities. In other words, by adopt- 
ing rates that bear no relation to real costs, or hiding their 
real costs and deficits under the cloak of a municipal tax bud- 
get they will undersell the private companies and destroy their 
property. Similar schemes have been urged time and again, 
but they have never ultimately been successful with the Ameri- 
can people. But the advocates of “ prudent investment” have 
another possible panacea. Forced to admit that this theory 
has no present constitutional sanction, they urge that the legis- 
lature of the State of New York should adopt it, in the belief 
that such action will perforce move the Supreme Court of the 
United States to recant the doctrine of “ present value”, which 
is the law of the land. To put it in another way, a confessedly 
illegal legislative act, backed by unintelligent public clamor, 
is to dominate the judgment of the highest court of the land. 
Those who favor this policy know full well that they can al- 
ways appeal to the greater number if they tell them that it is 
sought to cheapen the rates charged by the utilities. So the 
Supreme Court is to be coerced by the cries of the crowd. It 
is to be put in the position of Mr. Pickwick and his friends at 
the parliamentary election at Eatanswill. A roar went up for 
Slumkey, one of the candidates. 


“Who is Slumkey?” whispered Mr. Tupman. 

“T don’t know,” replied Mr. Pickwick in the same tone. “ Hush. 
Don’t ask any questions. It’s always best on these occasions to do 
what the mob do.” 

“ But suppose there are two mobs?” suggested Mr. Snodgrass. 

“Shout with the largest,” replied Mr. Pickwick. 

Volumes could not have said more. 


The questions upon which the commission must pass require 
the exercise of judgment and a discriminating sense of the fit- 
ness of things in order that proper decisions may be made. 
Whether service is sufficient or should be extended is a matter 
of evidence to be fairly weighed and justly determined. So 
with the other important questions of the valuation of proper- 
ties, the extent to which those properties are depreciated, 


whether there is an element of going value in the property, 
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what the rate of return should be, whether certain charges 
made to the operating accounts are properly chargeable 
thereto; what just and reasonable rates are—all these ques- 
tions are subject to varying views or opinions, and these views 
and opinions must be judged in the light of reasonableness and 
fairness. Consequently, the decision of the commission must 
be based upon the facts revealed in the testimony presented, 
and this decision takes on the attributes of judgment. This is 
why the commission is a quasi-judicial tribunal. 

From their inception, the New York State commissions 
have been regarded as fact-finding and quasi-judicial tribun- 
als. The Court of Appeals of this state has so denominated 
them, and a long line of decisions has never varied in the 
description of the quality of the service the commissions were 
expected to perform. As recently as March 27th of this year 
the Supreme Court, Appellate Division, Third Department, 
reversed the Public Service Commission in a case where the 
commission had held that it did not have the power to construe 
the provisions of the Charter of the City of Jamestown relative 
to the supplying of public utility service. Here is a significant 
passage from the opinion defining the Commission’s function. 


When the legislature enacted the Public Service Commissions Law, 
“it provided for a regulation and control which were intended to prevent, 
on the one hand, the evils of an unrestricted right of competition and, 
on the other hand, the abuses of monopoly.” (People ex rel. New York 
Edison Co. v. Willcox, 207 N. Y. 86, 94). These aims required the 
establishment of a uniform quality of service, fair and just charges 
and rates, with no discrimination or preferences against or among the 
consumers, and the creation of a disinterested, detached and quasi- 
judicial forum in which the conflicting claims of competing companies 
or injured consumers might be equitably determined. With these aims 
to be attained, the legislature could not have intended to create dual 
control of the same commodity in one city. 


Can there be any doubt that the court believes that the com- 
mission was created to be, and is, “a quasi-judicial forum in 
which the conflicting claims of competing companies or in- 
jured consumers might be equitably determined?” Does not 
the court answer with smashing directness the pretense ad- 
vanced by Governor Roosevelt, that the claim that the commis- 
sion is a quasi-judicial body is, according to his words, his- 
torically, legally and practically wrong. One cannot help 
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thinking that our charming Governor must belong to that 
school of thought described by Montaigne, when he said, 
“They arrogate to themselves the right to judge, and conse- 
quently to bend History to their own fancy.” 

I claim that the commissions must be both fact-finding and 
judicial bodies, and I further claim that the uniformity of rail- 
road, motor bus and gas and electric light rates, and the stand- 
ards of service of practically every utility in the State of New 
York, reflect the results of quasi-judicial determination on the 
part of the New York State Public Service Commission, decid- 
ing questions between different groups of consumers, any one of 
which may be denominated as the public. I have always be- 
lieved that the commission is first a fact-finding body, and 
however much those who believe differently may disagree with 
me, I do not think that we can fail to agree that in deciding 
questions of fact between persons similarly situated, the com- 
mission must act in a judicial manner, with due regard to the 
law as interpreted by the courts. 

I may stand alone in this, but I am opposed to the interfer- 
ence of government or of any branch of government with the 
decisions of the courts, and I am equally opposed to such in- 
terference with the decisions of a body which makes judicial 
determinations. I think that we have found in the record of 
our judicial bodies that long terms and adequate salaries have 
been sufficient incentive to attract men of the highest profes- 
sional attainments, of unchallenged probity, and of surpassing 
industry. I do not believe that anyone investigating the his- 
tory of judicial procedure in this country could fail to be 
impressed with the non-political character of the work done by 
our courts. I am confident that this should also hold true and 
will eventually be found to be necessary in the case of inferior 
tribunals possessing judicial functions. 
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A QUARTER-CENTURY OF REGULATION 
BY STATE COMMISSIONS 


WILLIAM E. MOSHER 


Professor of Political Science and Director, School of Citizenship and 
Public Affairs, Syracuse University 


Historical Review 


F we look back a full quarter of a century to the conditions 
existing between the public and the utilities we find a 
situation bordering on chaos. In the words of Thomas 

Mott Osborn, at that time a public service commissioner in New 
York State, evidences of “ violations of monetary sanity, eco- 
nomic morals, to say nothing of economic decency”, were 
apparent on every side. Scandals due to bribery and corrup- 
tion of public officials were quite the order of the day. The 
consuming public suffered from discriminatory practices, 
intolerable service conditions and an utter disregard of com- 
plaints. Spasmodically, relief against the ruthless methods of 
some of the utilities was sought in the courts, or the state legis- 
latures were moved to enact special legislation. When coupled 
with the variegated character of municipal ordinances such 
action but added confusion to confusion. Wasteful competition 
was also frequently invoked as a possible corrective. This 
served to increase the burdens on the public in the long run 
and only added to the general discontent. Furthermore, 
certain utilities were outgrowing local boundaries, thus inviting 
state action. 
No better picture of the extortionate practices and political 
manipulations of the public service corporations can be found 
than in the reports of the legislative committees appointed in 
1905 and 1906 to investigate the gas and insurance companies 
in New York. As counsel for these two committees Charles 
Evans Hughes had won for himself such popular regard and 
confidence as have been rarely accorded to any public charac- 
ter. It was but natural that, having by his fearlessness and 
devotion uncovered the sinister connection between political 
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control and corporate interests, Mr. Hughes should become 
the popular choice for the gubernatorial nomination in 1906. 
Despite the unanimous opposition of the political leaders, he 
became the unanimous choice of the Republican convention for 
the highest office in the state. Among all the Republican 
candidates he was the only one who survived his party’s 
eclipse, to which through his revelations he had so materially 
contributed. 

Clearly recognizing the chief causes of popular discontent 
and political disruption, he immediately urged upon the legis- 
lature the consideration of several far-reaching and construc- 
tive measures. Among them was a bill that would place the 
utilities as semi-public agencies under the control of a com- 
petent public authority. The machinations of the utility 
leaders and the general hostility of the legislature on the one 
side and the determination of a leader who understood the art 
of popular appeal on the other, made New York State in the 
fore part of 1907 the cynosure of the eyes of the country. 

Although the credit of passing the first comprehensive 
public utility law goes to Wisconsin and although New York 
profited from the careful spade work that had been done by the 
Wisconsin lawmakers, it was the conflict between Governor 
Hughes and his own legislature that dramatized the Public 
Service Commissions Law for the country at large. Strange 
as it may seem, the bill finally became a law with the full 
backing of both parties in the Assembly and Senate. Thus 
the unlicensed freedom of the former period came to an end. 
It was superseded by a policy of state-wide regulation of these 
great monopolistic privileges in the interest of the public from 
which they are derived. 

Other states quickly fell in line. There was a veritable 
epidemic of laws creating public service commissions, two or 
three states going so far as practically to copy the New York 
State act; in fact, the State of Maryland has in its law today 
the same misspelled words and faulty punctuation marks that 
appeared in the New York model. 

The records show that by 1911 Wisconsin, New York, Massa- 
chusetts, Vermont, New Hampshire, Kansas, Ohio, Washing- 
ton, Connecticut and Nevada had adopted regulation under a 
state agency. Eleven more states followed in the next two 
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years. And by 1921 all but one, the State of Delaware, had 
established a centralized agency with control over some, if not 
all, of the utilities. Many of the states have no such compre- 
hensive authority as the two pioneers. For instance, eight of 
them lack jurisdiction over electric light and power companies, 
and in seven others this control is subject to more or less 
serious restriction. 

Turning now to the New York State act as one of the two 
earliest and most comprehensive laws, we find that it has 
proved to be well suited to remedy the evils cited at the 
beginning of this paper. Amendments have been made from 
time to time, but after the inclusion of the telegraph and 
telephone corporations, originally omitted, these have not 
materially modified the scope and character of the basic act. 
This is in part due to the preliminary investigations which 
were made under the auspices of the Wisconsin Legislature and 
the Interstate Commerce Commission Law, from both of which 
the New York Legislature profited. 

The law has proved to be sufficiently broad and it has per- 
mitted such flexibility that the commission was able at the very 
outset to adopt rules and regulations for current procedure 
that for the most part have been followed to the present day. 
This gives evidence of the caliber of the men appointed by 
Governor Hughes to the two New York commissions, one for 
the state and one for New York City. They adopted account- 
ing and reporting forms; they made investigations of opera- 
tions in the field and inspected appliances, machinery, meters, 
the quality of gas and the like, so that the standards of service 
in the different utilities were soon on a much higher level ; they 
further took hold of the confused capitalization problems with 
afirm hand. Ina word, sucha standard of administration was 
set up that this experiment in regulation—one of the great 
contributions to the art of government—met with general 
approval, on the part of both the public and the utilities. The 
former enjoyed better service and, in large measure, was freed 
from the political manipulations of utility magnates in quest 
of favors; the latter had the satisfaction of dealing with a 
reasonably qualified and understanding agency and further 
found that the financial status of the utility organizations was 
immeasurably improved. The companies accepted their status 
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as instruments of the state, semi-public in character and there- 
fore properly subject to reasonable regulation and supervision. 


Criticism and Its Causes 


But like other human institutions, the Public Service Com- 
mission is open to criticism and subject to improvement. I 
propose devoting the latter part of this paper to a considera- 
tion of the shortcomings of the commission. This seems called 
for in view of the criticism so rife at the present time, which 
even goes so far as to charge that commission control has 
definitely broken down. Outward evidence of this criticism 
is the fact that there has never been in any one year since the 
early part of the twenty-five-year period so much new legisla- 
tion on utility matters introduced into the state legislatures as 
during the year just closed. Comprehensive investigations of 
regulatory laws and procedure were started last year in New 
York and Massachusetts, and several other states have con- 
sidered the desirability of doing likewise. 

As I look at it, this situation is due to a number of causes, 
chiefly the hearings before the Federal Trade Commission 
which brought to light dubious and reprehensible activities on 
the part of certain utility companies that have cast their shadow 
on the industry as a whole. It is also due to the investigation 
of the Federal Power Commission, recently made by the Inter- 
state Commerce Committee of the Senate. 

A second cause is the controversy that has been so vigorously 
carried on as to the development and control of the Boulder 
Dam, Muscle Shoals and St. Lawrence power resources. The 
proponents of public and private control have brought this 
issue to the eyes of the public in a great variety of ways, both 
direct and indirect. 

A further cause has been the widespread speculation in 
utility stocks which are presumably capable of earning only a 
fair return on the investment. Connected with this specula- 
tion, if not the occasion of it, is the rapid spread of the holding 
company under financial influences. Although it has become 
in so many cases the dominating factor in the utility field with 
the absolute power of decision over the policies and personnel 
of the operating units, the holding company is as yet beyond 
the limits of public supervision. It is claimed by some that 
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this lack of supervision undermines, if it does not negative, 
control in the interest of the people. 

Fourthly, more and more attention is being given to the 
perennial problem of fair value. This has come to the front 
as never before, perhaps largely because of the new price level, 
which has accentuated the differences between actual invest- 
ment and reproduction costs. As a consequence the occasional 
rate decisions of the Supreme Court are commanding the atten- 
tion of a constantly widening circle of more thoughtful people. 

Finally, the astounding growth of this young industrial 
giant, the electrical utility, with annual gross revenues in 
excess of two billions of dollars and an annual construction 
budget of nearly one billion, has naturally raised the question 
as to whether existing regulatory agencies are adequate to 
protect the public interest. 

This recital of causes may suffice to explain the recent flood 
of utility legislation and of criticism of the commissions in 
various parts of the country. 

Personally, I do not subscribe to the charge that the principle 
of commission control has broken down. I am ready to grant 
that in practice the typical commission has fallen short of 
satisfactory standards and that these shortcomings should be 
remedied. Certain of them are due to the fact that the utilities 
themselves have definitely entered upon a new stage of develop- 
ment. This applies particularly to electricity. Recent 
changes demand that the commissions must have broader 
powers and material increases of staff and that the commis- 
sioners themselves have a broader outlook and great initiative. 
The routine of yesterday is not suited to the problems of today. 
The utilities are in a highly dynamic condition. They have 
outstripped the supervising agency, which like other admini- 
strative bodies is prone to become static, to hold to the estab- 
lished routine. 

Review of Present Defects 


May I now briefly summarize the shortcomings which, in 
my judgment, call for remedial measures. This recital does 
not aim to be exhaustive, but simply to outline the major 
problems of regulation which must be solved if regulation is 
to prove a workable substitute for competition on the one hand 


and for government ownership on the other. 
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1. Personnel of the Commission. The powers of a public 
service commissioner are so manifold and at the same time so 
technical and complicated that only men of unusual experience 
and capacity are qualified to undertake the duties of this 
office. Current duties may easily involve decisions which call 
for sound judgment on engineering, accounting, legal and 
administrative matters. At one time the commissioner is a 
judge attempting to hold the scales even between two conflict- 
ing parties. At another, he is vested with the necessary 
initiative so that he may see to it that the consuming public, 
however inarticulate it may be, is receiving high-grade service 
at the lowest possible rate consistent with a proper return for 
the service rendered. The power of initiative makes the com- 
missioner more than a checker of reports and a recipient of 
applications. It implies leadership endowed with vision 
and the power to stimulate responsible utility executives to 
share in it. Although some commissions have from time to 
time utilized initiative to improve rate structures, to increase 
efficiency, to perfect methods of accounting and the like, a 
review of the reports of a number of commissions gives but 
little evidence of a consistent use of this power. 

Like so many other influential public officials, the public 
service commissioners are not “career men”’, as the term is 
used in the State Department of the federal government. For 
the most part they are amateurs in the intricacies of public 
utility control and, in view of their relatively short term of 
office, they are tempted to take refuge in routine and red tape. 

Furthermore, it is well known that public service commis- 
sioners more often than not have to meet the acid test of 
“political availability”. No argument is necessary to prove 
that “ political availability” does not connote those qualities 
which should dominate the motives and policies of such an 
official. Of these the first and foremost is clearly an inde- 
pendence of judgment that rises above influence and personal 
interest. A sense of trusteeship should be his lodestar, for 
there are few officials in the service of the state who wield such 
power and whose decisions affect the whole public in so many 
vital ways. 

One of the most common and at the same time most mis- 
leading observations made concerning democratic government 
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is that ours is a government of laws, not of men. This need 
not be questioned when issues are contested before judicial 
tribunals, but it has only limited validity when applied to the 
day-by-day administrative processes of government. Laws 
are made valid or even invalid by the officials who are respon- 
sible for their administration and enforcement. Human 
inertia, indifference, arbitrariness and very frequently lack of 
staff personnel play a very large part in making government 
what it actually is. This observation applies in no small 
measure to the agency regulating the public utilities. If com- 
missioners had been generally appointed with an eye solely to 
merit and capacity, much of the criticism of present-day regu- 
lation would never have become current. 

2. The Staff. In any summary of the causes for the alleged 
breakdown of the public service commission, inadequacy of 
staff deserves a prominent place. One of the most common 
comments in commission reports has to do with the need of 
staff increases for the purpose of carrying on the work of the 
commission. For example, the New York State commission in 
the year 1909 began making a plea for more traveling auditors. 
This plea was reiterated in the following year, and repeated 
with considerable regularity year after year. It was found 
that the same need existed in 1929, when it was pointed out 
that fifteen additional accountants or assistants would be 
necessary to permit of a biennial field audit of all companies. 

In the reports for 1922, 1924, 1928 and 1929 the request 
was made for additional bus inspectors, but up to the end of 
1929 only two part-time men were available for this important 
duty outside of New York City, although the number of buses 
has been growing by leaps and bounds. 

The situation with regard to the accounting force strikingly 
shows the disparity between the staff and the increasing obliga- 
tions of the commission. The records indicate that the 
securities authorized by the Public Service Commission in the 
years 1921 to 1928 inclusive amounted to nearly two billion 
dollars. Presumably capital expenditures which are met out 
of security issues may be looked upon as a rough index of the 
increase of facilities, increased number of consumers, increased 
difficulties of financial control and the like. On this basis it 
would seem reasonable to expect that there should be some 
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correlation between the growing investment of new capital and 
the size of the commission’s accounting staff. But as a matter 
of fact, despite the great increase in the investment, the number 
of accountants, namely forty-six, was one less in the last year 
of the period than in the first. 

Whether it be due to a policy of false economy on the part 
of the state legislature or to an acquiescent attitude on the part 
of the commissioners, there is no doubt but that the staff of the 
commission has not expanded in any way comparable to the 
expansion of its functions. What is more, in the recommenda- 
tions for staff increases from year to year it is evident that the 
commissioners have failed to request the number of new 
positions which the proper conduct of their work would 
require. For example last year only one new accountant was 
requested. When the question was raised as to the additions 
necessary for the proper handling of the work, the number 
suggested approximated one hundred. As a consequence the 
legislature appropriated nearly $200,000 for the purpose of 
bringing the staff up to the proper level, entirely apart from 
the new functions proposed. 

One of the most serious consequences of understaffing is the 
inability of a commission suffering from this evil to attempt 
more than the most urgent routine work. The fact is that 
with the hundreds or thousands of complaints, petitions and 
the like, the commission is bound to become a checking, if not 
a rubber-stamping, agency. It rarely makes a motion on its 
own initiative. If one had to do with a more or less static 
industry there would be no need of considering anything more 
than the ebb and flow of the currents within one’s immediate 
range of vision. But with the rapid changes in the industry, 
with the more and more extensive use of the services and com- 
modities supplied by the utilities, with the rapid spread of 
integrated systems, an organization whose time and staff are 
largely absorbed by routine work will find itself sooner or 
later outdistanced by the companies it is called upon to 
regulate. 

Furthermore, if the commission is to do more than con- 
sistently to second the motion made in the first instance by the 
utilities, it is necessary that it should be equipped with sufficient 
personnel to devote itself over a long period of time to what 
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may be called the long-run problems of regulation. These 
involve such matters as rate structures, rate schedules with 
special reference to the relative charges to the various classes 
of consumers, improved methods of accounting, proper alloca- 
tion of charges to the several operating units controlled by 
holding companies and constructive study of the most disturb- 
ing of all utility problems, namely, that of fair value. 

Underfinancing is a chronic ailment of public service com- 
missions throughout the country. An inadequate staff is 
synonymous with routine administration and a surrender of 
initiative. Indeed, if a commission is not manned by energetic 
and capable commissioners and is not equipped with an 
adequate staff, these two conditions alone may easily lead to a 
virtual breakdown of utility control. 

3. Functions of the Commission. It is not my intention to 
comment upon the wide range of functions entrusted to a 
public service commission, but rather to direct attention to a 
conflict between two major functions, both of which are of 
basic importance in the administration of the typical public 
service act. The first is the protection and defense of the 
public as its interests are involved in the management of the 
utilities; and the second is the so-called judicial function. 
The former represents the motive that led to the enactment of 
the original legislation. To realize it the commission is granted 
the power of initiating investigations and proceedings. The 
latter is imposed on the commission in a number of sections of 
the typical act. For this purpose, it is instructed to conduct 
hearings and render judgment. In other words the commis- 
sion may be at one and the same time public defender or 
prosecutor and judge. The most critical test to which a com- 
mission may be subjected is the measure of its success in 
harmonizing these two conflicting functions. If the official 
reports of commissions themselves or the observations of com- 
petent witnesses in various states are to be credited, there are 
but few commissions in the country which meet this test 
satisfactorily. The judicial function has encroached upon, if 
it has not practically supplanted, that of public defender. 

On its own showing in the recent investigation of the New 
York commission, the number of formal cases initiated by this 
agency during the course of eight years totaled only two 
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hundred and ten. Analysis of these cases indicated that the 
great majority were of an inconsequential character. Further- 
more, it is comparatively rare that in any proceedings do the 
staff members of the commission appear on the stand as 
witnesses. The burden of conducting a case is placed on the 
consumers or their representatives, the corporation counsels of 
the municipalities. When it is considered how little experi- 
ence in utility matters these officials have had on the one hand 
and how expert the representatives of the utility companies 
are on the other, it is apparent that, to speak familiarly, the 
cards are stacked against the consuming public. It is true 
that the commission gives such assistance as it can to the 
corporation counsels in the preparation of cases, but as the 
evidence shows this is limited on account of the great pressure 
of work with which the staff is burdened. The result is that 
the cities which wish to seriously prosecute a rate case are 
obliged to call in outside experts. According to the record 
they are loath to do this because of the great expense. The 
conclusion cannot be disputed that the commission has all but 
defaulted in performing the function of defending the public 
as a prosecuting agency. 

The feasibility and propriety of doing this is being demon- 
strated at the present moment in the conduct of the New York 
Telephone case. Here the counsel of the commission is carry- 
ing on the prosecution as a true public defender. This policy 
may be explained in part by the fact that this is a state-wide 
case. It should be remembered, however, that in view of 
recent mergers and consolidations in the various utilities the 
number of localized operating companies is rapidly approach- 
ing the point of zero. Something more than local action has 
therefore become practically mandatory. If the commission 
fails to take the initiative and to prosecute cases for the public, 
it will be necessary to set up another expert agency for this 
specific purpose.* In reviewing commission regulation over 


1In recognition of this situation the Maryland law provides for the ap- 
pointment of a People’s Counsel by the Governor. He has the power of 
initiating investigations and also of representing consumers or municipalities 
at their request. According to reports the incumbents of the office have 
succeeded in working harmoniously with the commission; they have also 
avoided the temptation of using the office to bait the corporations. It is an 
interesting experiment and has attracted widespread attention. 
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the period of nearly twenty-five years, we must list this con- 
flict of functions as one of the major unsolved problems. It 
challenges attention as never before because, with the passing 
of local plants and localized operations, the defense of the 
public interests must be conducted on an “area-wide”’, if not 
a state-wide, basis. Consolidations also bring in their trail 
highly complex operating, accounting and financial conditions. 
To unravel these, as is necessary in a rate proceeding, demands 
a high degree of expertness and a great amount of informa- 
tion, such as only a permanent body could command without 
excessive expense. As never before, therefore, the use of 
initiative and a readiness to provide the requisite staff for 
positively representing the public will measure the efficiency 
of the regulatory commission. This practically means a 
revolutionary change of emphasis in the conduct of the typical 
commission. 

In conclusion it may be pointed out again that the character- 
istic inertia of the representative commission in the use of 
initiative is doubtless due in considerable part to the incon- 
gruity involved in the situation itself. The same agency can 
hardly be expected to prosecute and judge. It may well be 
that this anomaly can be finally eliminated only by separating 
these functions through the creation of a kind of commerce 
court for the trial of contested issues and an administrative and 
prosecuting agency upon which would be imposed the duty of 
protecting the public interest. But it cannot be said that the 
possibilities of combining the two functions have been fully 
explored, although it must be granted that certain exceptional 
commissions have been more active in the attempt to harmonize 
them than others. 

4. The Problem of Fair Value. In view of the large 
amount of fixed capital employed in the operation of the 
utilities, particularly the electric utility, the problem of a fair 
return on a fair value looms large in the determination of 
rates, which must be looked upon as one of the chief functions 
of the public service commission. Indeed the thesis might be 
defended that the determination of the value of the invest- 
ments is the first step in rate regulation, but it is a step which 
most commissions—with the exception of three or four com- 
missions, so far as is known to the speaker—are unable to take 
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today because the decisions of the Supreme Court have opened 
the door to a wide and disconcerting range of possible inter- 
pretations of how value is to be defined. 

In the early years of the New York State commission, Chair- 
man Stevens called attention to the fact that competent 
engineers differed by from one to two hundred per cent in the 
estimates set upon the value of the same property. This was 
before the day of price inflation, which has of course greatly 
complicated the problem. Under the court decisions we not 
only have uncertainty as to the relative importance of original 
investment and reproduction cost, but there has also developed 
a new technique of valuation in which ingenuity and imagina- 
tion play a not insignificant réle. The best evidence of this is 
found in the effort made by the New York Telephone Company 
to capitalize what was termed “the inexperience factor”. 
According to this ingenious proposal an estimate was made of 
the difference in the cost of producing telephone instruments 
and equipment on the one hand by the Western Electric Com- 
pany, a subsidiary of the American Telephone and Telegraph 
Company, and on the other by an imaginary inexperienced 
manufacturing concern. The estimated difference was $17,- 
000,000. Although the item was stricken out by the statutory 
court, it goes to show that the term “ reproduction cost”? may 
become, if it has not already become, a very unstable basis for 
arriving at a figure that can be used in a more or less precise 
calculation. 

If a commission does not have, as most of them admittedly 
do not, a rate base for the utilities coming under their jurisdic- 
tion, the only practical method of passing upon this important 
item in determining rates is that of guess and negotiation. In 
such negotations a well-managed commission will have the 
book cost and the companies a more or less definite conception 
of the reproduction cost. How widely these may vary is 
proved by the statement of one of the leading officials in a 
New York electrical corporation who insisted that the com- 
pany’s appraisal called for a return upon $110,000,000 in spite 
of the admitted fact that the actual investment was not in 
excess of $30,000,000. He emphatically deprecated the 
importance of book cost in determining fair value on the 
ground that the Supreme Court had prescribed reproduction 
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cost as the basis of fixing value. It is difficult to see how the 
chasm between the body of facts available to the commission 
and the body of facts and estimates used by the executives can 
be bridged except through an expensive and time-consuming 
rate case. What is more, as soon as the fair value is determined 
for a given property it becomes obsolete in a brief space of 
time. The supervision of rates is a current function of the 
regulatory agency. How it can be currently handled with the 
rate base subject to normal fluctuations and reinterpretations 
is a problem of no mean proportions. 

The importance of bringing order out of this chaos is evident 
when one considers the results of the investigation of the rate 
of return upon book costs in the electrical industry as made for 
the first time in 1928 by the New York commission. Armed 
only with book-cost data and the methods of negotiation, the 
commission nevertheless found it possible to bring about 
approximately one hundred rate reductions. If it had been 
armed with valuations that carried more weight with the 
utility companies than book costs, it may reasonably be assumed 
that more general or more sweeping reductions might have 
been secured. The commission necessarily had to accept what 
it could get, while the companies were in a position to give no 
more than they wished. Negotiations under such circum- 
stances are at best an unsatisfactory procedure. 

The logic of regulation calls for a currently valid rate base 
of all utility properties under whatever methods may be 
prescribed by the authority of the Supreme Court. Con- 
sistently with this provision it was recommended by the com- 
mission investigating the Public Service Commissions Law in 
New York State that a state-wide valuation should be made 
mandatory upon the Public Service Commission and sufficient 
appropriations provided for the carrying out of such a valu- 
ation. This mandatory provision was in my opinion a matter 
of supererogation, because there can be no sound judgment 
upon the reasonableness and fairness of rates without such 
information. To pass such judgment from year to year is 
the very essence of utility regulation. The provision of funds 
should suffice. 

In view of the widespread attacks upon the valuation 
decisions of the Supreme Court, a word of dissent may not be 
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out of order. It should be pointed out that public utility law 
is in the process of becoming. It is one of the newest branches 
of public law. How far we are from a crystallization of 
opinion upon the determination of fair value may be assumed 
from the variety of opinion expressed on this subject before 
the New York investigating commission, particularly in rela- 
tion to the so-called Bauer plan. There was hardly any 
support given by experts to the prudent investment theory 
which was worked out by Dr. Bauer and later embodied in a 
bill formulated by the minority members of the commission. 
When specialists disagree and public opinion is lacking, it can 
hardly be expected that the Supreme Court will take an 
advanced position in which it defines the several factors and 
specifies the weight to be attached to each in the determination 
of values. 

I would personally express the hope that the publicity given 
to the differences between the so-called majority and minority 
reports of the New York investigating commission may con- 
centrate attention upon this central problem of utility control. 
If there is once agreement on this subject among leading public 
utility economists and constitutional lawyers as well as some 
general understanding in the public at large, it may be con- 
fidently anticipated that the Supreme Court will adopt a more 
definite and workable formula for the guidance of commis- 
sions. Until this is done the task still remains for the alert 
public service commission to arrive at acceptable and valid 
values even though in a fumbling way and by measures that 
entail a great amount of expense. 

5. Holding Companies. The rapid expansion of the hold- 
ing companies marks the passing of the local operator with his 
slogan of public service and close contact with the consuming 
public. It means further the practical domination of the 
utility field by the financier with his eye directed primarily at 
profits. The consequences of this shift of control have been 
manifold. It has brought in its wake both advantages and 
disadvantages. The chief advantage is the rapid spread of 
interconnections which at the the present rate will soon join 
together the whole of the country in one all-embracing grid- 
iron system. In this system state lines will be as completely 
ignored as they are in the present network of the railroads. 
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Other advantages are improved and more economical methods 
of financing, of purchasing, of construction of plants, and 
marked improvement in the processes of production, trans- 
mission and even distribution. For these advances great credit 
is due the holding companies and it is but proper that their 
services should receive an appropriate reward. 

The great disadvantage is that the utilities have become 
almost over night the shuttlecock of speculation. Operating 
outside the area of public regulation and control, the holding 
companies have served as a device for flooding the market with 
a tidal wave of promissory notes in the form of stock certifi- 
cates which were issued on the security of operating company 
stock. Such practices jeopardize the financial security of this 
industry that is so essential to the well-being and prosperity of 
the country. In the words of the editor of the Electrical 
World: ‘‘ The bankers made handsome returns out of electrical 
public utility flotations and while the going was good it was a 
question sometimes whether ethics and the wonted caution of 
bankers were not more honored in the breach than in the 
observance.” 

Not alone has financial security been jeopardized, but 
the effort to increase earnings because of the speculative 
capitalization of past and prospective future earnings has 
brought about the temptation to exploit the public. This 
statement is made despite the fact that rate reductions, par- 
ticularly for electricity, have taken place very generally up 
and down the country. Whether these reductions were ade- 
quate or not in view of the savings which have resulted from 
more successful methods is unknown either to the companies 
themselves or to the regulating commission. The necessity of 
earning dividends on huge stock issues is a further temptation 
to utilize the indefiniteness of the Supreme Court decisions for 
the purpose of inflating values. Without reference to who the 
actual owner may be, the theory of fair return upon a fair 
value must apply at all times and under all circumstances. How 
this principle can be harmonized with the wave of speculation 
that has swept over the industry it is impossible to explain. 

The evidence before the New York investigating commission 
practically proves that holding companies both directly and 
indirectly influence, if they do not dominate, the management 
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of operating companies. In one case, for instance, it was 
shown that by a mere vote of the executive committee of the 
holding company the operating company was arbitrarily 
required to pay five per cent of its gross revenues to the hold- 
ing company and by a second vote passed some time later the 
levy was discontinued. Stock ownership, interlocking director- 
ates, concentration of voting stock in the hands of an inside 
group and similar devices give the holding companies a 
strangle hold which runs directly counter to the principle of 
regulation. 

It seems unnecessary to argue the obligation both of the 
state legislatures and of Congress to place holding companies 
under effective public control. If they do not, in the course of 
time public control may become to a considerable extent a 
farce. Remembering the railroads, the public service commis- 
sioners at their annual meeting last summer went on record to 
the effect that their representative should oppose the control of 
holding companies in the electrical field along the lines pro- 
posed by Senator Couzens. This position indicates a lack of 
appreciation of what the Germans call Realpolitik. As Presi- 
dent Roosevelt indicated in 1907, the authority of the agencies 
of control must be coextensive with those agencies which are 
being controlled. It is folly in this day to shut one’s eyes to 
the fact that holding companies take no cognizance of state 
lines.» But even though there be no interconnections, the 
operation of foreign holding companies within one state or 
another is rapidly spreading. If these are facts, the problem 
has already become interstate in its scope and its solution can 
only come through the medium of an interstate agency. 

Among the necessary amendments to the Public Service 
Commissions Law there is unquestionably none which com- 
pares in importance with the extension of the authority of the 
state commissions over holding companies. Such legislation 
should be broad enough to make the contracts between holding 


1 The formation of a holding corporation was recently announced which 
has a network of interconnections extending from Lake Michigan to North 
Carolina. The United Gas & Improvement Company and affiliated corpor- 
ations hold considerable if not controlling interests in companies operating 
from Connecticut in the northeast to Arkansas in the southwest, excepting 
only Maryland, the Carolinas and Florida. 
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companies and their constituent units, as well as between oper- 
ating companies and other affiliates under the holding company 
system, subject to the commission’s approval and to make the 
records of such transactions subject to the commission’s audit. 

It is highly desirable that states should take advantage of 
the compact clause of the federal constitution in order to 
codperate in matters of mutual concern. In case of the failure 
of the compact method, federal control will inevitably come 
about. It is to be hoped that it will be along the lines of the 
Couzens Bill which provides for the creation of joint state 
boards when an interstate problem arises and for action by the 
Federal Commission only when the joint board fails to agree. 
By such decentralization local participation and interest will 
be conserved and the danger of remote and bureaucratic domi- 
nation all but eliminated. 


Conclusion 


The utilities have now entered upon a new era. All cities 
and towns of any size are now supplied with electricity and 
extensions are being rapidly made into rural areas. In our 
industrial plants machinery is driven by electricity more com- 
monly than by any other form of power. The number of states 
that are interconnected by one and the same transmission 
system is rapidly increasing. Interconnections for the distri- 
bution of gas are becoming more and more common. Trans- 
continental bus lines are established and operating successfully. 
Privately owned water companies are being bought up and 
consolidated under a limited number of holding organizations. 
Withal the utilities constitute one of the first four or five major 
industries from the point of view of investment and annual 
earnings. These evidences may suffice to indicate that a new 
epoch is at hand. By the same token we must enter upon a 
new epoch of public control. The guiding principle of a fair 
return upon a fair value must be clarified and applied in all of 
its ramifications and wherever it may lead. But above all else 
the public service commissioners must enter upon their task 
with a new spirit and outlook and must be given sufficiently 
generous support by the several legislatures to provide person- 
nel adequate and competent to administer the law. 
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O nation can live permanently if any of its citizens or 
subjects, or any organized group of its citizens or sub- 
jects, is stronger than the state. This dictum conforms 

to the legal maxim that no man is fit to be judge in his own 
case and to Lincoln’s statement that no man is fit to have un- 
restrained power over another. We are always in an emer- 
gency in America. Emergency action is always ill-considered 
and usually temporary. 

The truth is that in all countries, at all times, the dominant 
economic group gives shape to governmental policies and 
accepted ethical codes. But this fact has taken on a new and 
more sinister significance in America today than ever before. 
The world never before saw a race so virile in body and mind 
thrown into contact with so great an extent and variety of 
natural resources and so far removed by nature from danger 
of outside interference. Furthermore, the race was not re- 
strained by the age-old traditions of European nations. The 
people really believed that the natural resources were un- 
limited and inexhaustible. ° Therefore, when one appropriated 
and even wasted these resources he wronged no man, present 
or future. What he did, any other man could do. The eco- 
nomic doctrines of individualism, free competition and free 
contract were accepted as natural laws, and worshiped as a 
religion. The closest parallel we have of an economic doc- 
trine becoming virtually a religion is in Soviet Russia today. 
Again, the pioneer population was chiefly agricultural, and was 
virtually equal in social, economic and educational power. The 
population was politically speaking free and every man was 
left to look after himself. The Jeffersonian doctrine of the 
less government in business the better prevailed. Capital was 
but little developed—credit less so. Transportation and credit 
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were largely local. Such savings as were made went largely 
into the business that created them. Corporations were few. 
They were created mostly by special legislative act; in theory 
their capitalization in both stock and bonds was strictly limited 
by the state. Such were the theories, the material, social and 
political backgrounds of America until after the Civil War. 

To understand the transformation that has since taken place 
and its significance, we must look a little closer at some of these 
doctrines, particularly at that of competition. 

The economic doctrine of competition, as formulated by 
Ricardo more than one hundred years ago, still dominates the 
popular, the legislative and the judicial mind, but has been 
deserted entirely by business practice. That doctrine rested 
ultimately on natural law and involved certain fundamental 
assumptions which have no rational affiliation with a capital- 
istic age dominated by large, fixed, specialized capital, with 
world-wide markets, and all resting on an ocean of credit. 

Briefly stated, this highly individualistic doctrine assumed 
that, when two or more producers seek the same market, prices 
will be cut until a point is reached at which the most efficient 
sells at a profit, all others ata loss. It is further assumed that, 
thereupon, all who cannot sell at a profit can and will transfer, 
without serious loss, their capital and labor to more promising 
fields. If prices are then raised, capital and labor will return 
and again reduce prices. In other words, both capital and 
labor are entirely mobile. Furthermore, so far as the assump- 
tions are true, all prices are based on costs to the most efficient, 
and all reduced to a uniformity. All profits are leveled to a 
uniformity and to a minimum, based on costs to the most 
efficient plus the customary minimum profit, until only the 
most efficient remain: then you have monopoly. Every tyro 
now knows that in an age of fixed, specialized capital, serving 
world markets, and resting on credit, none of these assumptions 
is true. No company with billions, or even millions, of fixed 
capital stops selling goods because prices fall below cost. One 
of the leading retail merchants recently testified before a con- 
gressional committee that a skillful buyer could buy most of 
his goods below cost. Instead of ceasing to produce, under 
the circumstances, the producers, theory or no theory, law or 
no law, simply combine to ~ = and to adapt the supply 
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to the demand at a profitable price. But such a combination, 
to survive, must take in a great lot of inefficient producers to 
prevent outside price-cutting. The result is that prices, in- 
stead of being based on cost to the most efficient, are based on 
cost to the less efficient, and the consumer is charged what the 
traffic will bear. Another result is a constant overproducing 
capacity. It is probable that from seventy to eighty per cent 
of the American manufacturing capacity could supply the de- 
mand today at any price that would yield a profit on the invest- 
ment. Another result is the alternation of boom and depres- 
sion, known as the business cycle. The result of depression is 
wholesale unemployment. The latter gives us a side glance on 
the mobility of labor, and on the general slowness of com- 
petition. Perhaps the English coal-mining situation throws 
the most light on this problem. 

As overinvestment in industrial and commercial enterprises 
grows, the persons engaged in such fields bring more and more 
pressure on the government for legislation and administrative 
action to enable them to hold and enlarge their opportunities. 
It is not too much to say that for half a century now these 
classes have dominated the government, not in the interests of 
a permanent and worthy civilization, but to their own financial 
advantage and to the endangerment of civilization. So far 
as America today is not planless, the plans are all in the 
interest of special groups and not for the public welfare. Eng- 
land and America, being the first capitalistic nations to attain 
stable governments, were able to press this urbanization and 
commercialization with apparent safety so long as wealth and 
population were increasing at a phenomenal rate and vast 
overseas territory and populations could be exploited. When 
Germany undertook to emulate them, war was the result. The 
collapse of England’s foreign trade showed the results of such 
a system. On the other hand, we, being virtually untouched 
by the war in man-power and wealth, found an added oppor- 
tunity to expand the system. But apparently the rest of the 
world is about exhausted and we find ourselves at present in 
depression, with overinvestment in manufacturing capacity, 
considerable unemployment, falling prices, foreign trade drop- 
ping off, and general social unrest increasing. We go at the 
problem by true American emergency methods, under control 
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of the dominant element. Their cry is, raise the tariff. They 
attempt to save themselves at the expense of the rest of the 
world. They prescribe the worst possible remedy, sure to in- 
crease the hostility of all other peoples against us, to decrease 
the foreign trade on which we are now dependent for profits 
on our overexpanded productive investment, and to cause re- 
taliatory action on the part of foreign nations. This element 
has not yet learned the primary lesson that impoverished 
people are not good customers and that in the long run a nation 
cannot sell goods to foreigners unless it buys foreign goods. 

If exploitation of natural resources was to go on after the 
Civil War on a large scale, larger corporations were necessary, 
and the corporation laws were relaxed. Up to 1889, the state 
determined the powers and duties of corporations, and pre- 
vented the growth of combinations and even large-scale pro- 
duction. But beginning in New Jersey in 1889, powers were 
granted to one corporation to own shares in another, and, what 
was much more important, the incorporators were allowed to 
determine in their charters their own powers. Until that time, 
corporations were organized largely by men who owned the 
controlling shares and managed the companies. They had 
grown up in the business and knew it from beginning to end. 
The era of combinations, trusts and mammoth corporations 
then began. They were promoted by outsiders, financed profit- 
ably by bankers, and the uninitiated public was appealed to 
for funds. The stockholders lost all semblance of control 
over the management. Not only was the management separ- 
ated from the ownership, with all the evils of absentee owner- 
ship, but the directors, under the new form of charter, were 
allowed to determine not only the policy of the corporation, 
and the dist. ibutive shares of the income, but even the values 
of the different shares in the ownership. The state thus abdi- 
cated its part in the control over corporate affairs. This is 
what Berle has so aptly called the new form of feudalism. 

The answer of the voters, justly afraid of unjust exploita- 
tion and monopoly extortion, was a mass of legislation meant 
to enforce competition. We got the federal Sherman Anti- 
Trust Law of 1890 and the Federal Trade Commission Act and 
the Clayton Act, 1914, and anti-trust acts in most of the states. 
If the public wanted the benefits of large-scale production, all 
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these acts were a mistake from the beginning. -For they rested 
on the profound fallacy (explained above) that competition in 
the Ricardian sense is possible with large, fixed capital. The 
public then had its choice of doing without the benefits of 
large-scale production, of recognizing monopoly and attempt- 
ing to regulate it, or of submitting to unregulated private 
monopoly. But the public was too ignorant to recognize the 
facts, and undertook to compel competition. That effort has 
proved futile. Incidentally the United States alone of the 
great capitalistic nations has attempted to enforce competition. 
Interested parties found it easier to control the government, 
including the Supreme Court, and caused the acts to become 
a dead letter rather than repeal them. Hence the rule of 
reason and the putting to sleep of the Federal Trade Commis- 
sion. At least, we do not have competition and we do have 
monopoly, through single large corporations, through pools, 
through community of interest, through cartels, and through 
trade associations. The anti-trust acts, state and federal, have 
not enforced competition, prevented combinations, or protected 
the consumer. 

Let us turn now directly to the public utilities. The great 
American public and the small business world (carefully 
coached on the point by propaganda of interested parties) still 
believe in competition. When in any field it breaks down and 
results in intolerable conditions, according to true American 
emergency action, the legislature declares the industry in ques- 
tion an exception to the general rule and undertakes to fix 
prices directly by public authority. Regulation here is supposed 
to be a substitute for competition. But in the theory of com- 
petition fair prices—minimum prices based on cost to the most 
efficient—are fixed automatically, and no public action is 
necessary. Natural forces furnish the standard and achieve the 
results without the aid of man. But there is positively no 
standard of fair prices for the legislature or a commission to 
take as a measuring rod of fair prices. For no authority, public 
or private, has ever made significant cost studies as to the gen- 
eral costs in these industries or in different classes of service. 
Existing prices must always be compared with hypothetical 
prices. Still further, the apportionment of prices to different 


classes of consumers is purely a matter of social policy, resting 
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neither on law nor on statistics, but on what portion of con- 
sumers it is socially advantageous to favor. After the total 
operating outlay of the whole enterprise has been met, how 
much shall be collected for capital return and how it shall be 
apportioned to different classes of consumers is purely a matter 
of social policy, a legislative matter of determining property 
rights and corporate rights, and no proper business of the 
courts. From what has already been said, it ought to be plain 
that the distinction between public utilities and other industries 
is simply a legal fiction with no economic basis whatever. 
Wherever competition, in an economic sense, fails to work, 
there is the same need for regulation as in public utilities. 
Competition actually fails to work in the case of most manu- 
factured goods that enter into wide markets. 

When regulation was forced on the public utilities, in the 
face of tremendous opposition, it was customary for the pro- 
moters to water stock to the full extent of their ability, to 
unload the stock at any price whatever, within any time that 
they were willing to wait. It was then common for pro- 
moters to sell enough bonds to construct the property, pay 
themselves large construction and financing profits, and keep 
stock which cost them nothing. If the country grew up to the 
enterprise rapidly enough, they made large profits. If the 
enterprise failed, they had already made large profits and the 
loss fell on the bondholders. This was the standard set by 
the utilities for themselves. When regulation tightened up 
on formal stock-watering, the interests involved, yielding no 
whit of their desires or aims, set about to accomplish the same 
end by other means. First, by their influence on government, 
they induced the courts by tortuous reasoning to reverse their 
ruling to the effect that the fixing of a rate is a legislative func- 
tion, to make it in fact a judicial function. No one cares, in 
the least, who has a right originally to determine a rate, so 
long as he has a right to prevent its going into effect. The 
right to annul a rate is, economically, a right to fix a rate. No 
legal quibble or judicial legerdemain can change the fact. 

The dragging into this field of the fourteenth and fifteenth 
amendments to the Constitution destroyed, once for all, the 
power of regulation. The fifth amendment was meant to pre- 


vent arbitrary action. It was aimed at absolute kings and 
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despots and was not meant to prevent expert opinion on com- 
plex economic facts or sound public policy. The fourteenth 
amendment was enacted to prevent reénslavement of the blacks 
and not to furnish a code for the government of vast aggrega- 
tions of capital. The sole occasion for regulation war to pre- 
vent the speculative gains permitted from unregulated prop- 
erty. The doctrine of the court rests on the law of eminent 
domain, the expropriating of the title and the use of property. 
When the state fixes a rate it takes neither the title nor the 
use, but simply a part of what would be the speculative gains 
if there were no regulation. The aim is simply to fix a fair 
price when competition or natural forces fail to doso. In that 
sense regulation is meant to reduce what, without regulation, 
would be the value, based on earnings. When in Smyth v. 
Ames, 1898, the Supreme Court said that the company is en- 
titled to “a fair return on the fair value of the property ”, it 
made all regulation impossible. The phrase fair value has 
never been defined by the court or by any one else. It cannot 
be defined. The phrase is not a legal phrase. The word 
“fair” belongs not in law or in economics. It is an ethical 
term. The word “value” has a well defined meaning in 
economics. The value of an industrial good is what it will 
exchange for and is determined primarily by its earnings, real 
and prospective. But the earnings of a utility depend on the 
rates. Therefore if a utility had a value it could not be de- 
termined until the rates were known. But value is determined 
on an open and unrestricted market for free and unrestricted 
goods. But there is no market in the sense here used for 
utilities, and utilities are restricted goods. Hence, there is no 
value. Mill truly said that where prices are not fixed by com- 
petition they are assignable to no fixed law. But we are deal- 
ing here with a field from which competition is excluded by 
law. We are, in fact, dealing with what the economist calls 
monopoly values. But by definition monopoly values are based 
on what the traffic will bear: that is, on what the public will 
pay rather than do without the service. 

The object of the monopolist is always to charge what will 
give him the largest net profit. So far as the economist dis- 
cusses what he calls monopoly value, he concerns himself with 
the complex fears and social restraints and psychological in- 
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fluences which guide the legally unrestrained monopolist in 
fixing his price to get the largest profit under the existing 
circumstances. These influences range all the way from the 
fear of assassination and social ostracism to the fear of expro- 
priation or government regulation. Such considerations do 
not concern us here. But in this field with which we are deal- 
ing, prices are fixed by governmental fiat with the sole purpose 
of preventing the utility from charging what the traffic will 
bear. The moment the state takes an industry out of the realm 
of unrestricted property, calls it a public utility and declares 
it subject to regulation, that property ceases to have value in 
the economic sense of that word. The law has created a new 
category of property, a new phenomenon has appeared in the 
economic world. The property is then subject to a multitude 
of restrictions wholly inconsistent with and contradictory to 
the idea of value. Value implies and requires competition, a 
market and free contract, all of which are lacking from the 
utility field. 

To introduce the idea of value or the word value into the 
field of regulation is to confuse ideas and to destroy the possi- 
bility of any regulation. To add any qualifying words such 
as “fair value”, ‘reasonable value”, “actual value”, or 
“value for rate-making purposes’’, is simply to add to the 
confusion, not to clarify it. 

The medieval schoolmen put in their time discussing how 
many angels could dance on the point of a needle. They are 
well worth reading for their intellectual acumen and logical 
hairsplitting. So much cannot be said for the court’s discus- 
sions of value. They are fully as hypothetical, but since they 
fail to define their terms, logic fails them. Consequently the 
reader lands in a morass of confusion and contradictions. He 
gets neither enlightenment nor pleasure, only weariness and 
disgust. The result of this confusion is that we have legal 
monopoly without regulation. The only beneficent result of 
this expensive and long-drawn-out attempt at regulation is 
considerable investigation and some degree of publicity. This, 
doubtless, has a restraining influence on the unregulated mono- 
polists. They do fear expropriation and may even have some 
fear that an aroused public opinion may introduce effective 
regulation by entirely new methods. 
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To show how we have come to the present impasse, a brief 
review of government activity in this field since the case of 
Smyth v. Ames will be useful. The courts speak of finding 
value just as one would speak of finding a lost dog, as if value 
were a definite, fixed thing. As already indicated, value is 
not a fixed entity, but an opinion or judgment, fluctuating from 
moment to moment and determined only under circumstances 
and conditions that have been formally excluded by law from 
the whole field of public utilities. 

When the court said, in 1898, that rates must be based on 
value, it mentioned several things that must be considered 
in arriving at value, but assigned no specific weights to these 
things and said that other things not named here might 
possibly be considered. Some of the things named were irre- 
levant to anything the court said then or has said since; some 
were virtually contradictory and mutually exclusive; several 
have since been quietly ignored by the court itself. The two 
that have received the most notice since are “original cost” 
and “present cost”. The latter has since been transformed 
into “cost of reproduction”. A determination of any value 
on any basis was wholly unnecessary for the decision of the 
case. All of the railroads of the state were invoived in the 
case. Each of them had cost more than the par value of the 


bonds. The rates declared void would not pay operating, 


expenses and interest on the bonds. On but two of the roads 
would the rates pay operating expenses, and that but for a 
small part of the time considered by the court. Therefore, the 
famous reference to a “ fair return on the fair value” is aside 
from the point and logically must be regarded as pure dictum. 
It is true that W. J. Bryan, special counsel for the state, urged 
upon the court the use of the cost of reproduction in the sense 
in which that phrase is used today, but there is no indication 
in the decision itself that the court paid the slightest atten- 
tion to this argument. The only reference in the decision to 
cost of reproduction comes after the passages declaring the 
statute unconstitutional and consists of citations, without com- 
ment, from a report made to the Transportation Board by its 
employees seven years before this case was decided. It may be 
doubted whether the court, in the whole proceeding, gave any 
thought to cost of reproduction. 
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It is not impossible that in its loose phrase “ present cost” it 
merely meant to distinguish from the cost of the original roads 
the additions and betterments added since the roads were 
originally constructed. For there is no indication in the 
decision itself that the court gave any consideration to the 
change in general prices. It was not necessary to do so to 
arrive at the conclusion that the statute was unconstitutional. 
The interested parties, however, at once seized upon the phrase 
“present value”, and turned it into “cost of reproduction”. 
Thus was regulation transferred from the realm of fact to one 
of fancy and opinion. Such properties are never reproduced. 
Nobody proposes to reproduce them. It would be a mere 
waste. In case a miracle removed a large utility, and a new 
one to render the service were considered necessary, no one 
would think of reproducing an identical property in the same 
locality. An improved, more modern and better located prop- 
erty would naturally be produced under entirely different cir- 
cumstances, and, because of improvements in the arts, at en- 
tirely different cost, even had there been no change in the 
general price level. When we enter upon an estimated cost 
of reproduction of a large property, such as the Pennsylvania 
Railroad, there is no possible rational basis for proceeding. 
It is entirely outside the realm of human experience. The 
whole procedure must be based upon assumptions as to con- 
ditions, prices and time required. The hypotheses are so far 
removed from human experience that, within the widest limits, 
one set of assumptions is as rational as another. How long 
would it take to reproduce the Pennsylvania Railroad under 
one contract, by one impulse, as the Interstate Commerce Com- 
mission expresses it? What effect would such a proposition 
have on the price of steel or of labor? What assumptions 
should be made as to transportation of material and transporta- 
tion facilities? Or as to clearing the right of way? Are 
parts of the road when completed to be put into operation and 
begin to earn, or must we wait until the whole system is com- 
pleted? If parts are to be operated, what parts and how long? 

When the Western Pacific Railroad was built, no railroad 
crossed its right of way. It was necessary for the company 
to spend over a million dollars in building wagon roads and to 
haul the construction material hundreds of miles by wagons. 
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Today seven railroads cross the right of way and can deliver 
material at various points on the line. In estimating the cost 
of reproduction, are we to assume the original conditions or the 
present conditions with all the modern machinery and methods? 
The answer to this conundrum is that it depends entirely on the 
results one wishes to obtain. For, as already said, one set of 
assumptions, within wide limits, is as rational as another. All 
that can be said is that in practice the utilities reach a result that 
will equal or more than equal their capitalization and arrive at 
a sum as large as or larger than the company could earn a 
fair return upon in the absence of any pretense of regulation. 
Having thoroughly fortified such sum behind constitutional 
barriers, they then announce to the court out of the pure kind- 
ness of their hearts a willingness to accept a smaller sum as a 
rate base or value. But they always ask for more than their 
capitalization and a sum larger than the traffic will pay a return 
upon at any rate they hope to be able to induce the court to 
fix as a fair rate of return. Thus does the state abdicate and 
make the utilities judges in their own cases. 

As the court has denied one so-called element of value after 
another—such as good will, franchise value, and the like—the 
utilities have simply invented new items and valued them on a 
purely hypothetical basis. Sometimes, when the courts arbi- 
trarily wish to add to the total and excluded items are again 
urged upon them, the courts include the item previously ex- 
cluded and solemnly rechristen it, as when, recently, the fran- 
chises of the Baltimore Street Car Companies were valued as 
easements. For thirty years now the chief energies of the 
utilities have been applied to the invention or discovery of 
new items or elements of value such as conceiving the idea of 
a street-car system in the National Capitol in the twentieth 
century, for which they claimed a value of two million dol- 
lars, or training employees who do not exist, for a utility that 
does not exist. Does the state in a rate case propose to take 
the employees of the company? How far removed this is from 
the idea of condemnation or expropriation on which courts base 
the necessity of valuing! No one proposes in a rate case to 
expropriate the employees that exist, to say nothing of non- 
existent, hypothetical employees that no human being wants to 
beget. To such extent has folly carried us by pursuing fictions 

[62] 


No. 1] THE STATE ABDICATES 63 


and deserting facts. It must be remembered that the con- 
sumers pay all the expenses of these so-called valuation pro- 
ceedings, often extending over ten or more years and running 
into many millions of dollars in a single case. Such expenses 
are charged to operation and the company is entitled to a fair 
return on the value in addition. 

Likewise, the expenses of propaganda to convince the public 
that this is regulation and in the public interest, and even the 
political contributions to secure newspaper support and judges 
and commissions that are favorable to the utilities and to cor- 
rupt teachers are all charged up to operation. That the con- 
sumers ought to pay the legitimate expenses of the companies 
goes without saying, but this has no relation to valuation or to 
the rate base. When general prices go up, expenses of opera- 
tion necessarily also go up, but that has no relation to the 
contributions or sacrifices the owners make in serving the 
public. The rates should be such as to recoup the company for 
expenses whether prices are high or low, but this has nothing 
whatever to do with valuation of existing property. So long 
as valuation is a prime element in rate-fixing, the industry will 
literally govern itself in its own interest, not that of the public. 
When the court decreed valuation, the state lost its influence 
and control over rates. In other words it abdicated. But 
wholly apart from the question of valuation, other forces have 
taken the industries entirely out from under regulation and 
made the pretense of regulation a farce. Certain: corporate 
forms of ownership and methods of management enable the 
companies to load their expense, over and above the items al- 
ready mentioned, to an extent to support rates as high as the 
traffic will bear and thus to escape entirely from regulation so 
far as the general level of rates is concerned. 

The electric industry above all others, under present theories 
of valuation, lends itself to inflation of values, because of the 
rapid changes in the arts; this is particularly true cf the 
generating plants. Whena holding company buys up a multi- 
tude of small plants and establishes large central generating 
plants, a very large part of the old investment becomes useless. 
But under the theories of valuing identical property on tie 
principle of cost of reproduction it is still carried on the books 
nominally as stand-by equipment. The public then pays on 
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the old and also the new investment as if the old investment 
were in full use and the plants depended on it for their life. 
Hence the company, not the public, gets all the gains from 
progress. With the possibility of wide transmission, consoli- 
dation was both inevitable and necessary. Here, as elsewhere, 
it was not a question of large-scale production or small-scale 
production, but of how the gains from the economies of large- 
scale production ought to be distributed. If regulation hes 
any justification, in economics or ethics, here was its greatest 
opportunity to exercise its power in establishing a sound public 
policy and a just distribution of benefits from what Mill calls 
the progress of the arts. A generation ago, just about the time 
electricity became practicable, the corporation laws were re- 
laxed to allow one corporation to hold shares in another. 
Groups of financiers and promoters began to buy up controlling 
interests in different companies.. These companies are under 
state charters, and so far subject only to state regulation or 
control. But no sooner did this movement begin than the pro- 
moters began not only to own and control under cne manage- 
ment large numbers of companies, but they organized and 
owned auxiliary finance companies, investment companies, 
engineering companies, management companies, service com- 
panies and holding companies piled upon top of holding com- 
panies as high as the Eiffel Tower. As a result, these groups 
operating nationally and many of them not in law utility 
companies, are entirely exempt from regulation. Each state 
jurisdiction is limited to property in its territory. Only the 
local operating companies in a state are nominally subject to 
regulation by that state. But a holding company spread all 
over the country has complete control over the affairs of all 
the companies owned. Through promotion contracts, financ- 
ing contracts, construction contracts, service contracts, inter- 
buying and selling contracts, management contracts, material- 
purchasing contracts and the like, they can run up the expenses 
of any local company to any limit they wish. For they are 
always contracting with themselves for their own benefit. 

The Power Trust investigation has brought out the fact that 
some of these contracts have called for payments by the local 
companies four times as large as the expense of executing the 
contracts. There is literally no limit to the degree of elasticity 
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of such contracts. Expenses can be raised within practicable 
limits as high as the managers wish. What is going on has 
been concealed by the fact on the one hand, that most of these 
contracts are never known to the public and, on the other hand, 
by the fact of the enormous progress in the arts, which has re- 
sulted in fabulous earnings for the owners with substantially 
stable prices to the consumers. The question arises here 
whether all the gains from the progress of society should go to 
a handful of owners and whether the mass of the people should 
get no advantage from the advance of science. One is re- 
minded of the late James J. Hill’s speech in New York in 1911 
on the generosity of the railroads in reducing rates. He 
showed how many billions of dollars more the public would 
have paid in rates if they had paid on the traffic moving in 
1911 the same rates they had paid twenty years before. The 
clear assumption was that the roads were entitled, legally and 
morally, to deprive the public of railroad service or make them 
pay an amount that would leave them no better off than if 
railroads had never been invented. He might just as well 
have compared the cost of transportation by ox carts. 

In this age of abundant capital and universal engineering 
knowledge, the tacit assumption that the private owners of a 
fundamental necessity performing a function of the sovereign 
state by license—a function which even our bewildered Su- 
preme Court declares the state has both the legal right and duty 
of performing directly if it does not find it more advantageous 
to authorize a private agent to perform it—should be able to 
put the public under penalty of being deprived entirely of the 
function seems carrying the idea of individualism and indi- 
vidual property rights a little too far. We had railroads before 
Mr. Hill was born. We have them since his death, and, 
probably, should have had about the same railroads we now 
have if he had never lived. 

The conclusion of my study is that: 


1. Regulation, as at present practiced, is a dead letter and a 
farce. 


2. There can be no effective regulation so long as valuation, 
by any method, is made the basis of regulation. 


3. Holding companies must be controlled before regulation 
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becomes possible. This will necessitate compulsory national 
incorporation, and require that all the property controlled by 
one group be owned directly by one corporation. 


4. The corporate structure must be greatly simplified and the 
kinds of securities strictly limited. 


5. The emphasis ought to be thrown on the original organ- 
ization and capitalization and on the accounting. 

6. The court must be deprived of its power to declare void 
legislative acts and administrative regulatory orders on the 
mere ground that they are unreasonable, or confiscatory. 


7. The state should abandon all idea of determining the 
general level of rates, and concern itself, so far as rates are 
concerned, with discrimination only. 


We are already in practice bearing rates based on what the 
traffic will bear. We attempt to regulate because the in- 
dustries are monopolistic. The only safe method of dealing 
with monopoly profits is not by fixing rates but by direct profits 
taxes in every field of monopoly. Our present methods in this 
field are as futile as trying to enforce competition in the in- 
dustrial field by anti-trust acts. 

If the foregoing suggestions seem radical or impracticable, I 
answer that everything tried so far has failed, and that serious 
conditions require radical treatment and fundamental reme- 
dies. At present, the general public takes little or no interest 
in this matter. But should we have a long business depression 
they will wake up, and all sorts of remedies more radical and 
dangerous than any proposed here are likely to be tried. We 
may look for the proposition for the election of all federal 
judges, the recall of decisions, the recall of judges, the annul- 
ling of judicial decisions by direct vote of Congress, and many 
more like experiments. If the civilization survives such foolish 
measures as are likely to be tried, let us hope that out of the 
welter and the chaos will come some rational and workable 
method of dealing with these industries so vital to our present 
civilization. 
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DISCUSSION: STATE REGULATION? 


THE CHAIRMAN :? We are prepared to welcome remarks by those 
who would like to take part in the informal discussion of the 
morning’s papers. It has been suggested to me that the editor of 
The Portland Evening News may be present, Mr. Ernest Gruening. 
We should be very glad to hear from him if he is here. 


Mr. ERNEST GRUENING (Editor, The Portland Evening News, 
Portland, Maine) : Mr. Chairman, this is an unexpected call. I have 
been tremendously interested by the presentation of first one side of 
the question by Mr. Spurr, then the other by Professor Gray, and 
then the first again by Mr. Prendergast. 

One of the things which we in Maine have come in contact with, 
and which perhaps is of interest because of my personal experience 
with it, is the large unregulated sphere of activity of the utilities out- 
side the utility business. Electric utilities have entered into politics, 
for instance, into education, into various businesses other than 
power, and have purchased control of newspapers. 

Recently we had a campaign which culminated in a referendum 
as to whether hydroelectric power should be exported from Maine. 
The companies have admitted an expenditure of some $197,000 in 
the course of this campaign to influence public opinion. This ex- 
penditure, being limited to the period from about the end of March 
to the date of the referendum on September 9, does not include the 
expenses of the four or five years previous. ‘The expenses of the four 
or five years previous came admittedly out of the Maine consumer. 

This question having been raised and being somewhat detrimental 
to the success of the power companies’ campaign, it developed that 
the expenses of the referendum campaign, of which $197,000 have 
been admitted, came from the sale of some Texas securities held by 
one of the holding companies which controls the Maine companies. 
This leads us then to an extraordinarily complex and interesting 
question of accounting. 

It seems that the holding company which controls the various 
Maine operating companies and is supposedly functioning only in 
the three states of Maine, New Hampshire and Vermont, neverthe- 
less was able to purchase in Texas the stock of a related holding 
company at a figure very much lower than the stock quotations on 

1 An abstract of the discussion which followed the addresses of Messrs. 
Shaw, Mosher, Spurr, Prendergast and Gray at the first session of the 
Semi-Annual Meeting of the Academy of Political Science, April 11, 1930. 

2Dr. Albert Shaw. 
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the market ever showed, to sell at a figure four times higher, and 
to have this sum transferred from the Texas company into Maine 
for the purpose of swinging an election. 

I mention this merely in passing to show that this whole question 
of regulation and control and rate-making introduces factors that 
are outside the mere question of production, distribution and sale 
of hydroelectric energy, or electric energy that is not hydroelectric. 
It suggests very obviously the need of a far greater control than can 
possibly be secured through the local public utilities commission, 
which of course has no power to go beyond the confines of the state. 

When some of the speakers refer to the politicians and imply that 
these wicked creatures are going about baiting the public utilities, 
they seem to forget that very large category of politicians who are 
employees of the utilities. We have a number of these in Maine. 
They became very active throughout the referendum campaign and 
went about speaking for pay. In fact, the campaign itself was 
conducted and managed by a member of the state Senate, who on 
the one hand was functioning as a state senator and on the other 
was functioning as the power companies’ disbursing agent for this 
campaign. I think this is a very important aspect of the question 
which should not be lost to view when we consider the question of 
what goes in to make the rate base. 


THE CHAIRMAN: Mr. Gruening’s remarks have been interesting 
and pertinent. Possibly for some phases of the evils that he points 
out, the mere fact of direct publicity as illustrated by his speech is 
itself a form of remedy. 


Mr. MarTIN J. INSULL (President, The Middle West Utilities 
Company): I am very much in favor of what was just said with 
regard to publicity. The information that the last speaker received 
with regard to the transactions in connection with the sale of the 
Central and South West Utilities stock he got from the annual re- 
port of the New England Public Service Company. I would like 
to ask the last speaker what effect any of the transactions referred 
to had upon the rate base of the Central Maine Power Company. 


Mr. GRUENING: The campaign of education and propaganda 
and lobbying that was conducted over a period of four years previous 
to the brief, final effort came admittedly out of the state of Maine. 
That much was admitted by the executive in charge of the operating 
companies in Maine, at a legislative hearing held in Augusta, March 
7, 1929. It is perfectly true that the $197,000 or so taken from a 
Texas profit did not come out of the Maine consumer, but came out 
of somebody somewhere who had no relation to or definite concern 
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in the Maine problem. It came either out of the consumer in Texas 
by his failure to obtain a correspondingly lower rate or it came 
out of the investor in Texas with failure to get the amount of 
$197,000 distributed in dividends. It came not for any purpose hav- 
ing to do with the distribution and sale of electricity in Texas. It 
went for the purpose of swinging an election in the state of Maine. 
I hope that answers the question. 


THE CHAIRMAN: May I ask if Mr. Ferguson, the President of 
the Hartford Electric Light Company, is present? We would be 
glad to hear from him if he is here. 


Mr. SAMUEL FerGuson (President, The Hartford Electric Light 
Company): I am impressed by one thought common to all of this 
morning’s papers, namely, that the efforts of the past fifteen years 
to regulate utility rates have not produced results which are uni- 
versally satisfactory. Reasonable regulation of these monopolies 
seems to have been accomplished in the matter of service and in the 
matter of safety, but there is a difference of opinion in the matter 
of rates. 

The thought that came to my mind was: Do our difficulties 
arise from the fact that instead of trying through our tribunals to 
regulate rates, we are trying to regulate profits on the assumption 
that if profits are regulated, rates will be taken care of auto- 
matically? Is it a valid assumption that the regulation of profits 
is what is necessary to regulate rates? Of course, the commissions 
have had no yardstick for rates, and it is very natural to look on 
the regulation of profits as being the next best thing. I wonder if 
the solution of the problem will ever be reached until the com- 
missions do what they are instructed to do, regulate rates, instead of 
trying to regulate profits. 

If at some future time we devote as much effort to finding a 
yardstick by which to measure and regulate rates as we have 
devoted to the regulation of profits, perhaps more satisfactory re- 
sults may be obtained. 

The regulation of service and safety has been accomplished by 
creating yardsticks by which to judge them directly and with satis- 
factory results, and there seems to be no inherent reason why the 
same direct regulation might not be similarly developed as to rates. 


Mr. INsuLL: I would just like to tell the gentleman from 
Portland where the $197,000 (if that is the correct figure) came 
from. The securities in question had been owned by the New 
England Public Service Company for some two or three years. At 
that time the securities had a certain market value. It is perfectly 
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true that the New England Public Service Company bought them 
a little below the market price. When they sold these securities 
in the market at the then market price, they made the profit to 
which reference has been made. That is all I wish to say. 


Mr. GRUENING: Mr. Insull raises for me the interesting question, 
what would have happened if the market had happened to go down 
instead of up, and the further query as to how it comes about that a 
holding company, holding operating companies in three northeastern 
states, purchases securities elsewhere. Is it also a finance and 
investment company, and if so what relation would that fact bear 
to its stockholders if its investments were not good? Would that 
be an added charge to be collected from the consumer by the oper- 
ating company? If not, how would these losses be taken care of? 
I am really seeking for information because I think that there is 
a whole realm of apparently unregulated activity which I think 
is worth discussing. 


THE CHAIRMAN: This particular point in the history of the Maine 
campaign is interesting as a sidelight upon the current situation. 
The facts as to the precise details, of course, could not be very well 
threshed out in this body, as I am sure our friend understands. 


Dr. JAMEs C. BonBRIGHT (Professor of Finance, Columbia 
University) : I should like to express a desire on my own part and 
I think on the part of other students of public utilities, that Mr. 
Ferguson, the distinguished president of the Hartford Electric Light 
Company, be given the opportunity to explain to this audience how it 
is possible to regulate rates effectively by any other yardstick than 
by profits. Our own Commission on the Revision of the Public 
Service Commissions Law considered that question at some length, 
and so far as I can recall, there was only one witness who pre- 
sented the point of view which Mr. Ferguson sponsors, and that 
was the late President Hadley. We studied President Hadley’s 
testimony very carefully, and came to the conclusion, for reasons 
stated in the minority report, that regulation of rates other than 
by a test of profits was not feasible. 

It may be that our conclusion was entirely unwarranted, and 
therefore I think it would be extremely valuable to hear Mr. 
Ferguson’s own point of view. I am scheduled to speak this after- 
noon for twenty minutes, but I should be very glad to give up my 
time to Mr. Ferguson, reserving five minutes, perhaps, to comment 
on Mr. Ferguson’s remarks.* 


1As Mr. Ferguson was unwilling to take Dr. Bonbright’s time at the 
afternoon session, the program was continued without modification.—Ep. 
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PART It 


IMMEDIATE PROBLEMS IN 
PUBLIC CONTROL 


INTRODUCTORY WORDS’ 


EDWIN R. A. SELIGMAN 


Professor of Political Economy, Columbia University 


HE few remarks which I desire to make on this occasion 
will be concerned mainly with the situation that will 
be, I trust, more clearly and eloquently described in 

the autumn, in connection with the formal celebration of the 
fiftieth anniversary of the foundation of the Academy of 
Political Science. As one of the very few survivors of those 
early years, I may be privileged in calling attention to the 
ideas which actuated us in that far-off time. 

At the beginning, we had in mind an organization somewhat 
similar to the celebrated academies in the old world. There 
were, at that time, I think, only about one hundred members, 
very distinguished men, publicists, statesmen and scholars, who 
spent their interesting sessions in talking to each other about 
some of the newer problems with which this country, in its 
growing complexity, was being faced. 

We soon found, however, that this more academic or esoteric 
movement did not quite suffice in a democratic community, and 
so we branched out and developed the Academy, such as you 
find it at present, with its appeal to a wider audience and with 
its thousands of members. We endeavored, however, to pre- 
serve the scientific detachment and all the amenities of scientific 
discussion which were more and more needed in our country as 
the practical problems became more acute and more contro- 
versial. 

It is interesting to observe that in a great community like 
ours there are always some individuals who, in their business, 
or even in their professional life, will think almost exclusively 
of their own interests and their special opportunities. More 
and more, however, the distinguishing mark of American life 


1 Introductory address by Professor Seligman as presiding officer at the 
second session of the Semi-Annual Meeting of the Academy of Political 
Science, April 11, 1930. 
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—of American business life as well as of American professional 
life—is the recognition of the fact of social obligation. People 
may differ, and always will continue to differ, as to contro- 
versial questions, and as to what should or should not be done 
either by the individual or by government; but there is a wel- 
come growth of the feeling that whatever may be one’s own 
endeavors and one’s own activities, they are really to be judged 
and estimated in the light of the social results. 

Those among our business men and among our scientists who 
take even a very conservative view of what ought to be done, 
nevertheless maintain, I think with entire integrity, their atti- 
tude as one that is conducive on the whole to the public good. 
And the radicals among us likewise, of course, take a similar 
position. 

The value of institutions like this Academy, is that they give 
the opportunity, in the welter and anarchy of conflicting opin- 
ions and of heated judgments on controversial questions, for a 
calm and a detached study which is calculated to instruct 
public opinion and which alone, in the long run, must be of 
significance in a democracy like ours. 

This is especially true in the problem with which the present 
discussion is concerned. All of us, no matter what our opinions, 
are really interested in ascertaining—I do not say the truth 
because it is not a question of truth but a question of policy-— 
the correct policy to be adopted; and the real criterion of that 
correct policy is the consideration of what, in final analysis, will 
best subserve the interests alike of the individual and of the 
community. Therefore I am confident that, this being our 
point of view and this being the object which we wish to attain, 
the present symposium will not be a conflict of personalities 
but a conflict of ideas and of ideals. 
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THE BREAKDOWN OF “PRESENT VALUE” AS A 
BASIS OF RATE CONTROL 


JAMES C. BONBRIGHT 


Professor of Finance, Columbia University 


T is seventeen years ago since the problem of rate control, 
which is the center of the discussion before the Academy 
today, was first discussed in any scientific way at an open 

forum. I refer to a conference of mayors held in Philadelphia 
under the auspices of Mayor Blankenburg to discuss public 
service regulation with special reference to the problem of 
valuation. As one looks back over the considerable period of 
years that has intervened between that meeting and this, and 
as one surveys the vast libraries of research studies, of public 
discussions and of case decisions that have been made on the 
subject, one cannot avoid a feeling of discouragement that the 
great issues which were raised at this early meeting remain so 
completely unsolved, and that instead of going on to the 
conquest of new fields, we find ourselves back in the old 
trenches that representatives of the public on the one hand and 
of the companies on the other hand had already dug them- 
selves into in 1913. I refer particularly to the problem of 
valuation, to the question of discovering what is a fair value 
for rate-making purposes, or rather what is a fair rate base. 
Even in that early day economists had pointed out with logic 
which no amount of sophistry has ever been able to answer, 
that value of the property as a basis of rate control is not 
merely impractical from an administrative point of view, but 
is based on an obvious economic fallacy. The fallacy lies in 
the fact that the value of a public utility property, no less than 
of any other business property, is simply a reflection of its 
expected earning power. To base rates on value is therefore 
to commit the fallacy of circular reasoning. For the value of 
the property is a resultant of the rates rather than a preéxist- 
ing fact by which the adequacy of the rates can be determined. 

When the late President Hadley took the stand before the 

New York Commission on the Revision of the Public Service 

Commissions Law, he clearly pointed out the economic absurd- 

ity of value as a rate base and was unable to think of a single 
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living economist who did not accept this point of view. The 
fact that President Hadley refused to accept the most popular 
alternative basis of rate control, namely, the basis which has 
been called the prudent investment standard, is all the more 
eloquent testimony of the unanimous agreement of the authori- 
ties that, whatever basis of regulation is right, value as the 
basis is wrong. Yet even today the judge-made rule that 
public utility rates can be and should be determined by refer- 
ence to property values is the accepted doctrine of the land, 
and even today the public utility companies through their 
legal representatives are doing their best to persuade the 
public that this legal Santa Claus really exists. 

I cannot undertake here to explain why a doctrine based on 
so obvious an error of logic should have become the official 
doctrine of the Supreme Court of the United States, although 
I think the answer lies in the failure of the court at an earlier 
stage in its history to analyze the fundamental difference 
between the taking of property by process of eminent domain 
and the taking of property by process of rate control under 
the police power. Nor shall I attempt to point out how the 
court itself, recognizing to some degree at least the absurdity 
of following through its premise to its logical conclusions, has 
sought a partial though very ineffective solution by giving a 
peculiar interpretation to the concept of value, and by exclud- 
ing from the valuation the one type of evidence which really 
bears on the value of any business property, namely, the ability 
of the property to earn profits. 

One could forgive the verbal fallacy which courts commit 
when they call a figure, based in part on actual cost and in 
part on estimated cost of replacement, the “ value of the prop- 
erty”, if only the results which they obtain were satisfactory in 
practice. It is because these results are anything but satis- 
factory, it is because public service regulation has come close 
to a complete breakdown under the incubus of rate control by 
valuation, that the absurdity of the whole system stands in 
crying need of recognition, and that a fundamentally different 
program of rate control is called for if private ownership 
under commission regulation is to be made a success. 

Having discussed elsewhere and at great length the specific 
program of the minority report of our commission by which 
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we hope to escape from the rule of present value as the basis of 
rate control, I shall not here defend this program or even 
attempt to explain its details. In brief, it accepts the prin- 
ciple that utility companies should charge such rates as will 
insure them a reasonable return on the actual legitimate costs 
of their property. Recognizing, however, that investors have 
already committed their capital under a different system of 
regulation, the plan of the minority would give to these 
investors not merely fair but generous treatment by allowing 
them to earn a return on a rate base measured by what the 
courts falsely call the present value of the property. Unearned 
increments to which utility investors are already entitled under 
the law of the land would thus be accorded them, but the door 
would be locked to the accretion of vast unearned increments 
in the future, and investors would be safeguarded to a far 
greater extent than today against unexpected decrements. 

There are just two points of public policy which I wish to 
defend in this paper, but both of them are points the force of 
which will, I hope, be recognized even by those who disagree 
completely with the contention of the minority report that 
actual cost is the most desirable standard of regulation. 

The first point is that, since public service regulation is of 
necessity a great experiment, not one but many different 
methods of control deserve both close consideration and careful 
trial. It has long been remarked by philosophers and social 
scientists that progress in the material and physical sciences 
has been extraordinarily rapid, whereas progress in the social 
sciences and in our economic and social organization has been 
notoriously slow. There are doubtless many reasons for this 
contrast between the advance in the material world and the 
lack of progress in the social world. But one of the most 
outstanding reasons lies in the comparative absence of the 
experimental method as applied to social organization. This 
difficulty will doubtless always persist because of the inherent 
obstacles against turning the world into an experimental 
laboratory. Only, however, by fighting against this obstacle, 
and only by trying worth-while experiments in a courageous 
spirit and with an objective criticism of results, can we hope 
for social progress and avoid social revelution. 

Applying this philosophy to the problem of our public utili- 
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ties, we are brought to the conclusion, not that any one 
solution of the problem is the right one, and not that any 
one plan should be universally adopted, but rather that a wide 
degree of variation and experimentation should be encouraged. 
There are various forms which this variation may very well 
take. In some cases, where conditions are peculiarly ripe for 
it, direct government ownership and operation should be tried; 
in other cases a sort of community ownership in which the con- 
sumers themselves not merely own but control the utility may 
well be resorted to; in still other cases the policy suggested by 
President Hadley of private ownership with almost no control 
of profits may well be tried for what it is worth; finally—and 
just at this time, I think, most important of all—the prudent 
investment principle along the lines suggested in the minority 
report should be given a thoroughgoing chance to prove the 
merits which a long list of distinguished advocates, such as 
Mr. Justice Brandeis, the majority of the Interstate Commerce 
Commission and the Massachusetts Public Utilities Commis- 
sion have claimed for it. 

It is for reasons such as have just been suggested that I 
would express comp'cte dissent from the point of view 
expressed by Judge William L. Ransom, the distinguished 
counsel of the Consolidated Gas Company, who spoke over 
the radio the other eveinng. Judge Ransom recognized that 
regulation at the present time is not all that it might well be, 
but he urged that there was no place in legislation for any 
untried theories in view of the great public and private interest 
involved. I pass by at this time the fact that the actual cost 
or prudent investment principle is not an untried theory and 
that it has had a long record of success in other countries and 
to a limited extent even in America. Just now I would prefer 
to raise the question how any theories can be tested out unless 
someone is willing to try them, and to try them on a scale of 
sufficient importance to make the test a valid one. When the 
Supreme Court in 1898 accepted the doctrine that “value of the 
property ” should be the test of the constitutionality of a rate, 
that very court was doing what Judge Ransom urges us not to 
do today. It was experimenting with an untried theory, a 
theory which had never yet been tested in the history of the 
world. Events have shown, I think, that the theory then 
enunciated by the Supreme Court is not a workable one. Never- 
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theless, at the time when it was announced it was a plausible 
theory and, shorn of its obvious crudities, it probably marked 
the wisest course the court could then have followed. The time 
has now come, indeed it has more than come, when very differ- 
ent principles deserve a fair trial. The principle suggested by 
the minority has at least the merit that, even if it were very 
bad, it could hardly be worse than the one which is now the 
recognized law of the land. 

This brings me to the second point of my discussion, which 
is really not a second point at all but only a corollary of the 
first. I refer to the claim made by public utility counsel and 
by the majority of our revision commission that the plan 
proposed by the minority is clearly unconstitutional because 
the Supreme Court in its wisdom has committed this country 
toa different plan. If the persons who took this position were 
confined only to those people who think that the minority plan 
is unsound and unreasonable to investors, their point of view 
on the question of constitutionality could easily be understood 
and sympathized with, even though their major premise as to 
the fairness of the plan might well be challenged. The amaz- 
ing thing about this defeatist attitude toward the Constitution 
is that it is accepted by so many who frankly admit that the 
present value doctrine of rate control has broken down and 
who also admit that the alternative proposed by the minority 
is economically sound and is generous to the investors. It is 
a strange conception of the Constitution of the United States 
and a doubtful tribute to the intelligence of the Supreme 
Court to suppose, even in advance of any litigated case, that a 
plan which is fair is nevertheless unconstitutional, that a 
scheme which gives liberal returns to investors nevertheless 
takes their property without due process of law, and that the 
due process clause, so far from being a general rule of fair 
dealing between different classes of property owners, has 
degenerated, under legal decisions, into a body of formulae. 

It has recently been argued by those who oppose any attempt 
to secure by legislation a fundamental change in the rules of 
rate-making which have been gradually built up by the courts 
through the process of case decisions, that this change itself 
would simply substitute a new body of legal formulae for the 
one that now prevails. It has been said, for example, that the 
plan suggested by the minority report of the revision com- 
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mission is an attempt to induce the Supreme Court to reverse 
itself and to accept a rigid rule that actual cost is henceforth 
to mark the constitutional minimum below which rates may 
not be fixed under the due process clause. If any such point 
of view has been suggested by those of us who sponsor the 
minority report, the fault lies in our failure to make our own 
position clear and not in the position which we ourselves would 
really wish to take. It would be just as critical a mistake for 
the Supreme Court to lay down the universal rule that actual 
cost or prudent investment or any other standard is the one 
basis to which all states must adhere in their control of utility 
rates, as it would be for the same Court to say that present 
value and only present value must be the universal rule. The 
Constitution of the United States was never intended as a 
substitute for legislative discretion in the exercise of those 
broad powers of the government which are known as the police 
power. The Fourteenth Amendment has always been inter- 
preted by the Supreme Court as setting simply a limit based on 
decency and fairness beyond which a legislature may not go in 
the exercise of its wide range of discretion. Present value 
itself, as the phrase was interpreted by the Supreme Court, was 
originally a lower limit of decency, a constitutional deadline 
below which rates might not be fixed by act of a legislature 
or by order of a commission. 

A series of economic circumstances has caused this standard 
no longer to constitute a lower limit. Indeed, the testimony 
of the public utility companies themselves is to the effect that 
it is now an upper limit, and that in their own self-interest the 
most prosperous companies, which have been earning for their 
stockholders profits beyond the dreams of avarice, have not 
cared to impose upon the public the rates which would be 
required under the prevailing law of the land. This means, 
of course, that regulation has become a farce. It means that 
the companies themselves, by reference solely to the dictates 
of their business interests, are to be the final arbiters as to what 
the public must pay for the service which they have been given 
the monopoly power to render. 

It is for reasons such as these that our minority report con- 
cludes that abandonment of the present value doctrine is not 
the end, but the necessary beginning, of any effective system 
of utility control. 
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IS CONTROL OF OPERATING COMPANIES 
SUFFICIENT? 


MARTIN J. INSULL 


President, The Middle West Utilities Company 


HE development of the country in the last twenty years 
is beyond our wildest dreams of two decades ago. 
Among the many industries that have helped in that 

development, that of electric light and power is outstanding. 
It has grown in breath-taking leaps—grown not for its own 
profit, but to meet an ever-increasing demand for its service by 
an ever-increasing host of satisfied customers. 

Today this great industry has an investment of $11,000,- 
000,000 for the service of twenty-four million customers 
scattered from one end of the country to the other—located in 
city, town, and hamlet and on the farms. Its transmission and 
distribution lines cover the country in a closely woven network. 
Its service, once a luxury, is now a necessity in our business 
and social life. Its stocks and bonds are held by millions of 
our people. Fiduciary institutions are its creditors to the 
extent of hundreds of millions of dollars. On our stock 
exchanges its securities are the leaders. Many manufacturers 
would be compelled to shut down, some lines of transportation 
stopped, communication service crippled and our whole social 
structure seriously affected if its service should cease. 

Its development in our country is greater than anywhere 
else in the world. Industrialists who visit us to find out why 
we lead the world industrially all leave our shores with the 
same answer in mind: “ Cheap and abundant electric power 
everywhere and anywhere”. 

This has all been accomplished under private ownership 
and operation backed by the initiative and energy of an army 
of men and women in which personal ability, industry and 
loyalty bring advancement. 

In less than fifty years this industry has grown from 
Edison’s first central station on Pearl Street in New York to 
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its present proportions and importance. It has yet much to 
do. Indeed, it is now but launched on its greatest project of 
all—that of industrializing the farm and relieving the farm 
home of its drudgery. It is a record of which America as a 
whole is rightfully proud. 

But there are those to whom success, particularly public 
success, is for one reason or another a challenge. What large 
amounts of time, money and effort are spent on investigating 
and reforming such successes! It is largely the success of this 
industry, so great in its service to the public, in its regular 
return in interest and dividends to the investor, in its help to 
manufacturing and in its part in the general industrial develop- 
ment of the country, that attracts investigation. 

That there is no public demand for this investigation, is 
evidenced by the continuously growing business of the industry 
and the constantly increasing number of investors in its securi- 
ties. Let us look the situation squarely in the face. Back of 
this agitation, discussion and investigation of the electric light 
and power industry is a comparatively small group—some 
social, more political, some sincere in their thought that it is 
for the public good, others sincere in that it may be to their 
personal interest, but all having in mind government owner- 
ship and operation of this great industry, either municipal, 
state or federal. 

Critical discussions of rate of return, of valuation theories— 
even those laid down by the United States Supreme Court— 
and their effects on rates, of holding companies and of what 
they term the breakdown in state regulation of utilities, are 
all part of their attack on private ownership and operation. 

It is becoming habitual to say that if regulation is a failure 
then the only thing left is public ownership and operation. 
Ownership and operation are not as simple as regulation. 
That was clearly demonstrated when as a war measure the 
government took over the operation of the railroads. During 
nineteen months of poor service to the traveling public, the 
government piled up a deficit of one billion, six hundred 
million dollars for the taxpayers to pay. The railroads were 
then returned to private ownership. It took millions to put 
them back into good operating condition. 

Here in New York State, the records show that if freight 
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offered to the state-owned and operated canal were shipped 
by the state over the railroads at their highest rate, it would 
save money for the taxpayers. 

Do not those who question the success of state regulation 
also inspire sober contemplation of the failure promised by the 
established history of public ownership and operation? 

However, in the finality, the question will be settled by the 
American public, and I agree to the fullest extent with a 
recent statement that, “ We do not feel that public opinion is 
yet ready for that alternative”, and I hope it never will be. 
Regulation may not be perfect; but what is perfect? Certainly 
not government operation of any industry. That is a contra- 
diction of democracy in government. Even Soviet govern- 
ments have not yet proved that they can do it successfully. 

State regulation of the electric light and power industry, 
notwithstanding any criticisms that may be made against it, 
has an enviable record to look back upon. It is this: a con- 
stantly growing, regulated industry of such financial stability 
as to attract from the investor the necessary new money at 
reasonable rates with which to enlarge and improve its facili- 
ties so as to provide service at continuously diminishing rates. 

This does not indicate that state regulation has broken down, 
even if the regulating bodies, undermanned and with a limited 
force underpaid for the class of work expected of them, have 
not had time to initiate specific rate and service regulations 
where no demand for them has arisen. 

The enviable record of regulation is not alone to the credit 
of the regulators but also to that of the regulated, who have as 
a whole faithfully codperated with the regulating bodies to the 
end of mutual benefit to their customers and themselves. In 
1912 the average price per kilowatt-hour for all electrical 
energy sold in the country was 2.62 cents. By 1917 this had 
been reduced to 2.69 cents. Then came the war, with increased 
costs of everything, and by 1922 the average price per kilowatt- 
hour had increased to 2.81 cents. That year the total sales 
were over 33% billion kilowatt-hours. Last year—1929—the 
sales had increased to over 76 billion kilowatt-hours, and the 
average price had dropped to 2.57 cents. This drop in price 
below that of 1922 represented a saving to the public in 1929 
of over $182,000,000. 
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The average residence rate in 1914 was 8.3 cents per kilo- 
watt-hour and the average consumption 268 kilowatt-hours. 
In 1929 the average residence use had increased to 488 kilo- 
watt-hours and the average rate decreased to 6.19 cents per 
kilowatt-hour. Even if in some individual cases regulation 
could have been more efficient, these figures seem to me to 
indicate that it has been very successful in that both parties 
in interest, the operating companies and their customers, have 
benefited: the operating companies, by an increased business ; 
their customers, by a decreased rate. And above all, the 
industry has been able to hold a high credit position enabling 
it to raise the money to build ahead of the ever-increasing 
demand for service made upon it by the public. 

Consider the condition of the industry twenty years ago 
shortly after regulation was inaugurated in Wisconsin and 
then in New York. That was the day when the towns were 
served by little plants, poorly conceived and financed, running 
more or less intermittently from dusk to dawn for lighting 
only, for which the usual rate was about 20 cents per kilowatt- 
hour. 

It was in 1910 that the tying together electrically of a 
number of towns in a given area was undertaken in what is 
now known historically as the Lake County, Illinois, experi- 
ment. Practically all the inefficient, small-town plants in the 
county were shut down and the towns were served by an 
interconnected system of transmission lines, fed from a then 
large and economical generating station capable of supplying 
electric energy twenty-four hours per day for all the homes, 
farms and industries in the county. Economically, the experi- 
ment demonstrated an increased capital investment with 
decreased operating expenses resulting in reduced rates, larger 
gross earnings and a fair return on the capital invested. 

That experiment was the forerunner of the universal service 
of the industry today. The instigation of that experiment 
was private initiative and enterprise, which has always been 
the instigation of any real advances in the world. 

In lecturing on this Lake County experiment before the 
Franklin Institute on March 13, 1913, Mr. Samuel Insull, who 
conceived and carried it out, visualized its possibilities as we 
see them in the industry today in the following words: 
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In the territory east of the center of the Mississippi valley it is not 
only possible but it is practically certain that we shall see in the next 
few years an opportunity to get cheap electrical energy alike in the 
country community and in the large city. . . . If it is possible to achieve 
anything like the cheap production of energy that a general unified 
system would bring about in the country districts as comparable with the 
prices paid for energy in large centers of population, what a difference 
it would make to our working population! .°. . To my mind there is 
no more important factor in the great problems of life—the problem 
of how the working man can get fresh air, the problem of how he can 
bring up his family in healthy localities—than the proper solving of the 
economical generation and distribution of energy for country districts. 


The natural development following the Lake County experi- 
ment has required in the last twenty years an investment of 
eight billion dollars by the electric light and power industry. 
The greatest financial task has been providing the equity or 
common-stock money, which had to be in the neighborhood of 
two million dollars, on a conservative basis of financing. This 
money has largely been supplied by the so-called “ holding 
companies”’, for which a better name would be “ utility invest- 
ment companies”. They were formed for this very purpose. 
Had it not been for them, it is very doubtful that this money 
could have been raised and that the remarkable industrial 
development of the country in this period would have taken 
place. 

The utility investment companies raised the money they 
put into the common stock of the operating companies by sell- 
ing their own securities, both senior and junior. They do 
not all use the same financial structures for this purpose, and 
some have raised part of it by maturing obligations, while 
others have done so entirely with different classes of stock— 
preferred and common. The assets back of their security 
issue are the common stock and other obligations of the oper- 
ating companies and such miscellaneous assets as they have 
outside of the utility business. 

The income of the investment or “holding” companies 
comes from earnings on securities owned—that which they 
may receive as bankers, or as experts for services rendered in 
utility and other fields. Charges of holding companies to 
their subsidiaries for expert services have been the subject 


of criticism where they are made on the basis of a percentage 
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of gross income and of total construction. If these charges 
have been above the market cost of such services the criticism 
is justified. However, whether these charges are made on a 
percentage basis or on a time basis for actual services rendered, 
they are subject to the revision of the regulating commissions 
in the course of their supervision of capital and operating 
expenditures. 

In fact, the Wisconsin commission has recently sent to 
operating companies a questionnaire dealing with charges 
made against them by holding companies. As the active head 
of a utility investment company having subsidiary operating 
companies in twenty-nine states serving over four thousand 
communities, the average population of which is less than 
1,800, I see no reason why there should not be a complete 
understanding between the operating companies and the regu- 
lating commissions in regard to holding company charges. 
Such charges should certainly not be greater than would be 
the market price for similar services rendered by outside 
expert firms which could render a service equal to that ren- 
dered by holding companies to their subsidiaries. It must be 
acknowledged that their experts, constantly dealing with 
utility problems, having utility experience covering wide fields, 
have a better knowledge of the subject than independent 
experts. This expert service to large operating units may be 
only advisory, because such operating units can support able 
utility organizations of their own. In these cases, however, 
it is my experience that it is many times sought and in most 
cases proves very valuable to the operating company. 

I see no connection between the security issues of a holding 
company and the rates and service of its subsidiary operating 
companies. Holding companies, like other corporations, must 
have their securities passed on by state security commissions or 
approved by such authorities as they recognize before they are 
sold. As these commissions in many states, I believe, came 
into being after the utility regulating commissions, the regu- 
lation of operating company security issues has been left 
with the utility regulating commissions. Their real function, 
however, should be the regulation of rates and service and not 
that of regulating the issuance of securities. Their approval 


of the issuance of securities is in no sense a recognition of 
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those securities for rate-making purposes, since the rate base 
is that of value of property and has nothing to do with the 
securities issued. 

I am raising no objection to present methods, as I recognize 
the necessity of their approval of security issues keeps the 
commissions informed on capital expenditures of the operating 
companies. On the other hand, I see no reason for regulating 
commissions to carry this extraneous function beyond where 
it is now to the regulation of securities of holding companies 
in which they have no interest except through the operating 
companies they were organized to regulate. The holding 
company or utilities investment company is entitled to the 
same freedom of action as any other business and it is that 
freedom that has enabled it to do the great work it has in the 
development of the electric industry in this country to a 
preéminent position in the whole world. Without it, that 
development would not have taken place and future progress 
would be materially retarded. In many ways the freedom 
of action of the holding companies has made electricity 
cheaper. This it has done by financing operating companies 
having wide transmission and distribution systems fed by up- 
to-date, economical generating units. By its constant efforts 
for lower costs of production of its operating units, it has 
enabled them to compete with all other prime movers for the 
industrial power business of the nation. Its operating units 
have introduced appliances and promotional rates which have 
increased the diversity and amount of the residence business. 
This has all been to the end that everyone may be supplied with 
electric service at continuously lowering rates. 

The ambition of any far-sighted utility executive has always 
been and is today to furnish the best service at the lowest rate 
possible consistent with a good credit standing of the operating 
company. This is absolutely necessary in order for it to secure 
from the investing public the new money required to provide 
the consuming public with increased service. That is equally 
true of holding-company executives in relation to the operating 
companies in which their investments rest, as it is of the 
operating executives themselves. The ability of the holding 
company to help depends largely on its ability to act with- 
out restrictions other than those of ordinary private business. 
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To the credit of the holding companies is the passing of 
the small-town plant, bringing in its place the present oper- 
ating units furnishing the same class of electric service to town, 
hamlet, and countryside as that given in metropolitan areas, 
and—considering the differences in density of population 
served—at comparable rates. This contribution in itself is 
having a very beneficial effect upon the economic structure of 
the nation, the possibility of which was pointed out seventeen 
years ago by Mr. Samuel Insull. Could this have happened 
under a restrictive policy towards the holding companies? In 
doing this, the holding companies have taken large risks in 
that their investment is in the junior securities of the operating 
companies, the senior securities of which are largely sold to 
the public. These have to be made good before those owned 
by the holding companies are good. In the early days of 
these operating units, this was not as easy as it sounds, or as 
it looks now, when one considers those units that have become 
seasoned. 

The same element of risk which the holding companies can 
take, due to the geographical and industrial diversification of 
their investment in operating companies, is also present in the 
voluntary reduction of rates and the extension of service into 
new territories. Such reductions are made on the theory of 
increased business. If the increase does not materialize, the 
earnings of the common stock of the operating companies are 
affected, and many rates have been voluntarily reduced below 
the point of an existing reasonable return on the value of the 
property used and useful in the public service. It is equally 
true that if extensions into new territory prove unprofitable, 
again it is the holding company’s investment in the operating 
company that suffers. 

The risks in the power business are more than those arising 
from providing the equity or common stock money for the 
operating companies. That is only the start of a continuing 
risk, Furthermore, this equity money has to be continually 
increased in a growing operating company if its financial 
structure is to be kept in a condition to assure it of good credit. 

The position of the holding company, therefore, is that of 
an enterpriser, and as such it is entitled to the same freedom 


as any other private business. The operating companies, on 
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the other hand, have a monopoly of service which, under most 
state regulating commissions, is protected by certificates of 
convenience and necessity which have to be obtained before 
they are subject to competition. Being so favored over the 
general private business enterprise, the operating companies 
should, as they generally have done, codperate to the fullest 
extent in fair, just and lawful regulation of their rates and 
service. They owe this to their customers, and in the finality 
it is to their own benefit. 

Regulation of the operating company with freedom of the 
holding company is to the best interest of the public. The 
public is thus protected against monopoly and has the advant- 
age of the initiative and enterprise that financially strong 
private business brings to institutions where its money is 
invested. 

Holding companies, therefore, should continue in the future 
with the same freedom of action that they have had in the past, 
under which they have done so much in this great land 
towards “Cheap and abundant electric power anywhere and 
everywhere”. 
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RANDALL J. LE BOEUF, JR. 


General Counsel, Niagara Hudson Power Corporation 


T is somewhat difficult to discuss this very technical subject 

I with the necessary brevity. Even in attempting to run 

through the topic rapidly, I fear that I may have to 
appear somewhat dogmatic. 

The critics of the present system of utility regulation center 
most of their criticism upon the “present value” system of 
rate regulation, that is, on the definition as laid down by the 
courts of a reasonable return on the present fair value of the 
property. 

It is not within the proper scope of my subject either to 
defend or to criticize that system. I would be untrue to 
personal convictions, however, were I to neglect to say in 
passing that the statements about the breakdown of public 
utility regulation are considerably exaggerated, if we judge 
results, instead of approaching the subject on the purely theor- 
etical basis of how difficult it may be to understand what the 
present system is. 

If we consider, for example, that in the State of New York, 
which seems to be at present the center of investigation on this 
topic, the operating companies forming a part of the Niagara 
Hudson System, which sell more than half of the entire amount 
of electricity used in the state, do so at rates below those of 
any other system in the entire United States, it is difficult to 
say that regulation has broken down. 

But, let us forget the false premise and go to the proposed 
remedy. There is no such thing as a definite contract theory. 
Every one of the politicians and the propagandists and the 
theorists who have attacked this problem has his own notion 
of the contract theory of regulation; but with all this wealth 
of individual ideas, it is possible to say that there are two 
major types of contracts, and these I would like to discuss. 

The first type is a contract whereby the utility enters into 
an agreement with the state or with some agency fixing the 
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rates for household consumers of electricity for a definite 
period of time and within some restricted area. It is probable 
that such arrangements would be sustained by the courts if it 
were provided that the contract rates could not be changed 
without the mutual consent of both parties, and if, as the 
United States Supreme Court in some dictum has suggested, 
the contracts did not run for an unreasonable length of time. 

Right there we reach an interesting problem. There is no 
law on the subject. One can only express a personal opinion. 
But it is entirely probable that the court, in trying to work 
equal justice between consumer and investor, as it has tried to 
do in the past, would determine what was a reasonable length 
of time for such a contract, depending upon the circumstances 
of each individual case. Where economic conditions were 
reasonably constant, probably the court would approve of a 
number of years. Where, however, economic conditions 
changed or great progress was made in the art of generating 
or transmitting or distributing electricity, so that the rates 
became unduly burdensome, or, on the other hand, too low to 
attract the capital which this industry needs, it is undoubtedly 
probable that any court would take those factors into consider- 
ation in determining whether or not the contract had run a 
reasonable length of time. 

As a matter of fact, certain contracts of this sort might 
involve property rights, and therefore peculiar rules of law 
might be evolved which would apply to a particular contract. 

Take, for example, this St. Lawrence problem which has 
been before us in one form or another, chiefly political in the 
past (and I hope that the political attitude will remain a thing 
of the past). It is entirely possible that in this instance a 
peculiar and different type of contract might be evolved. As 
you probably know, the state owns the bed of the St. Lawrence 
River. The courts have held that this ownership is a trust 
title for the benefit of navigation. Private interests own the 
banks of the river. It seems to be the settled law of this state 
that the owner of the bank of the river owns the right to use 
the falling water for power purposes. Now, it is entirely 
possible that in this situation a contract might be evolved 
whereby the private owners of the water power would allow 
some state agency to utilize their water rights in making the 
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development and would receive in return a contract to distri- 
bute the electricity and would agree that that electricity should 
be distributed at low rates to the householder and farmer and 
small power user. 

With these property rights involved, it is entirely possible 
that this type of contract would be subject to no court inter- 
ference, no matter what the duration might be. As a matter 
of fact, although the theorists on this subject fail to recognize 
the truth of this point and the all-important bearing that it has 
on the whole power-control problem, most of the business of 
the utilities is today conducted on a contract basis. Only 
about fifteen per cent of the electricity distributed by a system 
such as the Niagara-Hudson is sold to householders and to 
small consumers and for public lighting. The remaining 
eighty-five per cent is sold to large industrial users at rates 
which are competitively fixed by comparison with the cost of 
power generated by steam within the industrial plants, or in 
competition with the cost of power in other states and other 
countries of the world. These rates are largely fixed in long- 
term contracts. Such contracts fix prices of power, not rates 
of return, not ownership of property, but the price that people 
must pay. And those contracts have worked very satisfactorily. 

By the same token, it is entirely possible that similar con- 
tracts negotiated as to household rates for limited areas might 
also work very satisfactorily, with one proviso. Such matters 
would have to be handled as matters of business alone and the 
withering hand of politics would have to be withdrawn. 

There are inducements to a utility to enter into such a 
contract. It would escape, and its consumers likewise would 
escape, the very great expense of defending rate cases or of 
being regulated in connection with rates, and as a result it 
might well be able to enter into a contract free from this 
burden at lower rates than could be had under present con- 
ditions. Other inducements would be the better public rela- 
tions that would result and perhaps the promotion of a greater 
sale of electricity. 

However, let us not fool ourselves. This type of contract 
that I have just been discussing is not the type that the 
politicians or the theorists are interested in. Their dominant 
interest is not in the rates which the consumers are going to 
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pay, because today the consumers are satisfied with conditions 
as they are. The type of contract that they are interested in 
is something very different. It isa means of getting the utility 
to surrender by small degrees the management, the ownership, 
of its property to some public agency or to the state itself. It 
is a step toward public ownership. 

It is very plain, after listening to Professor Bonbright,’ that 
contracts of this sort which these people have been advocating 
are devised in an attempt to get the utilities to contract away 
the Fourteenth Amendment of the United States Constitution. 

The methods suggested to get the utilities to enter into such 
contracts are very different from those inducements which exist 
in connection with the first class of contracts and are more in 
the nature of coercion. Certain methods suggested are to 
limit the life of a corporation and let it go out of existence, or 
to forbid it to issue securities to maintain, extend and improve 
the service to its consumers, unless it will enter into such a 
contract as the state desires. 

Under this second class of contracts, it is usually provided 
by those plans that have been worked out with at least some 
little regard for constitutional law, that the utility should be 
allowed to set up the fair value of its present property and 
then should receive a reasonable return on that value; but 
that all property added afterward should be valued on some 
prudent investment basis or some other such theory, and as to 
that the rate of return would be limited to the interest on the 
bonds, the fixed dividend on the preferred stock, and a fixed 
dividend rate on the common stock as determined by the con- 
tract or by the state. All existing property re-financed through 
the refunding of security issues or otherwise is to be added to 
the new property class. 

This plan is not quite as simple as it sounds. With the vast 
growth of this industry, with the rapid improvements in the 
electric art, even under the shortest contracts, the bulk of the 
property would very soon be changed from the initial valuation 
class, on which a reasonable return was to be allowed, to the 


property addition class, where this limited rate of return was 
fixed. 


1Cf. supra, pp. 75-80. 
[93] 


94 PUBLIC CONTROL OF POWER [VoLt. XIV 


Under such circumstances, it is obvious that any utility which 
was coerced into such a contract would be bound to insist on 
receiving the maximum legal return on the initiai valuation in 
order to offset the deficiency of return on the balance of the 
property and so protect itself against lean periods and enable 
itself to carry on its service in the future. 

If that were done, except in those rare cases where utilities 
are charging rates up to the maximum legal limit—and I 
believe they are the rare cases—the application of such a plan 
as these theorists have been talking about would result in an 
immediate increase in rates to the householder. There is no 
other answer to it. The companies would be forced by the 
very terms of the contract to make such an increase. 

While the academic minds may like the theory of such a 
class of contract, it would produce the most startling results. 
Take an average community where there is one large industry 
and many householders: domestic rates would be provided 
under this contract theory sufficient to pay the interest on the 
bonds, fixed dividends on the preferred and common stock, 
depreciation reserves and operating expenses, and then the 
balance would be paid into, I think they call it, a “ rate equal- 
ization reserve.” That rate equalization reserve would have 
certain maximum and minimum limits. When it got too high, 
the rates to the householder would be lowered; when it got 
too low, the rates to the householder would go up. 

Suppose in this average community, typical of many in this 
state, for some reason the large industry is shut down and large 
numbers of people are thrown out of work. These people, 
perhaps the very householders in this community who are out 
of jobs, would immediately be forced to pay rates for electricity 
in their homes two and perhaps three times the previous rates, 
because the revenue from the industry which was carrying a 
large burden of the cost of electricity in the community would 
be gone and the rate equalization reserve would be wiped out 
in consequence. Under the present system the utilities would 
not consider raising rates in such a period of depression, but 
under this kind of contract no other course would be possible. 

I am inclined to believe that the consumers would prefer the 
theoretical uncertainties of the present system, with low and 
constantly decreasing rates, to the certainties of a fixed rate 
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base and fixed rate of return with high and fluctuating house- 
hold rates that would result from this type of contract theory. 

It is very doubtful if the management of utilities would feel 
they had the right to enter into such contracts without at least 
the full consent of their stockholders, because they might well 
be personally charged with a dissipation of the assets of the 
corporation. It is hard to believe the courts would sustain 
any attempt to coerce the utilities into this type of contract. 

Wholly apart from these objections—and there are many 
more that could be pointed out—my most fundamental objec- 
tion to this type of contract is that it is a method of trans- 
ferring, by slow degrees, the ownership and value of the 
property from the stockholders and the investors to the state, 
without transferring the responsibilities that go with that 
ownership of property. That is what is fundamentally unsound 
about it. As these minority members very plainly stated 
before the legislature last week, they are really trying to take 
a step towards public ownership. Mr. Walsh, one of Professor 
Bonbright’s associates, said he did not believe the time was 
quite ripe, whereas Mr. Norman Thomas stated that he 
thought the time was entirely ripe for full municipal owner- 
ship or public ownership. 

If I might use a homely example, to contrast these two types 
of contract theories, I might be willing under the first type of 
contract, if I owned a farm, to make a lease of it at a very low 
rental for various considerations. Under the second type of 
contract, I would be required to put in my contract that my 
farm was not worth anywhere near as much as I sincerely 
believed it to be worth, and that its value and control were to 
be constantly taken from me. That is the difference, in homely 
language, between these two theories. 

As a matter of fact, I would prefer the honest hemlock cup 
of public ownership, honestly arrived at, which would mean 
the direct appropriation of these properties and payment of 
their values to their owners, than the slow poisoning by this 
second class of contract which would mean the whittling away 
of the value of the investor’s property and interference with 
good management. It seems to me that while the first class 
of contract has certain possible advantages to both the stock- 
holders and the ratepayers, the second class is fraught with 
the most serious economic and constitutional dangers. 

[95] 
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ROBERT L. HALE 


Assistant Professor of Legal Economics, Columbia University 


I am a politician and a theorist; for according to the pre- 
ceding speaker’s definition those terms are apparently 
applicable to anyone who is not paid for advocating the 
views he puts forth, when those views differ from the paid ad- 
vocate’s.* But to proceed with the discussion : 

A rate may be far more than adequate for the attraction of 
capital without coming anywhere near the high extreme which 
the courts will pronounce “non-confiscatory.” In fact that is 
the precise situation in which the Consolidated Gas Company 
contends that it finds itself: it asserts that it earns far less than 
a fair return on its fair value, yet it has no difficulty in market- 
ing its securities. Reproduction cost has nothing to do with 
the attraction of capital. The capital that has to be attracted 
is the amount which the investors must contribute for the 
actual cost of the property—they do not have to contribute 
the amount which it would cost to reproduce it at some period 
later than at which it is produced. What induces the investor 
to invest is the total annual return which he thinks he is likely 
to receive in relation to the amount which he decides to invest. 
But in the cases that have been presented to the courts, the 
attraction of capital has not been the only factor they were 
free to consider. The courts have been faced with the neces- 
sity of determining how much protection should be accorded to 
property values already accrued under a system which has 
permitted anticipation of more than the minimum needed to 
attract capital. Had the Supreme Court adopted actual cost 
as the rate base, it would have sanctioned a rule which might 
have permitted states to reduce values, for which present 
security owners had paid in good faith, to a level not con- 
templated at the time when they bought their securities. To 


avoid destruction of value, the court enunciated the rule re- 
\ 
1Cf. supra, pp. 90, 92. 
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quiring a fair return on value, not realizing that every reduc- 
tion of anticipated net earnings must necessarily effect some 
reduction of value. In most private enterprises competition is 
likely to keep the earning capacity in some sort of relation to 
the replacement cost of the plant, and, hence, the latter would 
be a relevant factor in the ascertainment of value. The court 
has assumed the same thing to be true in regard to public 
utilities. It is this supposed relevance of reproduction cost to 
value, not to the attraction of capital, that accounts for the in- 
sistence of the courts on giving it consideraiton. 

The minority of the Knight Commission have recommended 
the enactment of a statute which will, except at the outset, 
render reproduction cost irrelevant to all purposes. This 
recommendation is known as the Bauer Plan. It would re- 
quire an initial valuation and an initial rate of return to be 
fixed for all existing properties. Thereafter the rate base 
could be increased only to correspond to additional contribu- 
tions of capital made by investors. The plan has been pro- 
nounced unconstitutional by Colonel Donovan and Senator 
Knight, who recommended instead a policy of sweet reason- 
ableness with no compulsion exerted against the utilities. 
Meanwhile Judge Ransom has demonstrated how effective this 
gentle appeal to the utilities is likely to be; they will not 
voluntarily forego their pound of flesh even for the proposed 
period of ten years. Before resorting to v.ae anarchistic utopia 
of non-compulsion, it might be worth while to inquire more 
closely into the constitutionality of the Bauer Plan. 

There is no express language in the Constitution which it 
violates. But what Colonel Donovan has in mind is doubtless 
the holding of the Supreme Court requiring a fair return on 
the value. The Bauer Plan, when closely examined, does not 
violate this rule. At the time of its enactment, it would not 
reduce the already existing value in any greater degree than 
is permissible under the present system, for the initial valua- 
tion isthe same. If the removal of the opportunity for future 
gain has any tendency to depress existing values, this tendency 
will be offset in part by the state’s policy not to force rates 
downward to a fair return on less than the initial valuation, 
merely because reproduction cost should fall. Should this 
offset be insufficient to maintain present value, that end could 
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be attained by setting sufficiently high the “frozen” rate of 
return on the initial ‘‘ frozen” investment. 

Later on, however, if reproduction costs should rise, the 
effect of the continued enforcement of the Bauer Plan would be 
to prevent the company from obtaining a return on an amount 
in which current reproduction cost would play any part. But 
this would net be to give the company less than a fair return 
on its current value, for the previous enactment of the plan 
would have broken the chain which links current reproduction 
cost to value. The reason why the property would never have 
attained an increment commensurate with the increased cost 
of reproduction is that the market would have anticipated no 
advantage therefrom. The Supreme Court has more than 
once’ been at pains to point out that reproduction cost is to 
be given only such weight as under the circumstances is appro- 
priate to the ascertainment of value—which would here be nil. 
The statute proposed would change the state of the title, and as 
the court insisted in Boston Chamber of Commerce v. Boston, 
217 U. S. 189 (1910) —a condemnation case—‘ the constitu- 
tion does not require a disregard of the mode of ownership,— 
of the state of the title.” 

The Bauer Plan, then, neither at the time of its original 
enactment nor at a subsequent period of increased reproduction 
cost, can be said to violate those decisions which require the 
rates to yield a fair return on the preéxisting value. It would, 
however, deprive the investors, at the time of its enactment, of 
the speculative possibility of reaping as great a future incre- 
ment as the present system might enable them to reap. But 
this possibility is a valuable property right only in so far as it 
is now reflected in the present value, and of that there is no 
proposal to deprive them. If their property were to be appro- 
priated now by condemnation, they would be fully compen- 
sated by the payment of the present value of this unrealized 
potential increment, though it may turn out later to be much 
less than would have been the realized increment had the 
appropriation not been made. The Bauer Plan is similar in its 
effect. The investors at the time when the law alters the state 


1 Cf., for instance, the language of Justice Butler in Brooks-Scanlon Corp. 
°. U. S., 265 U. S. 106, 125; 44 S. Ct. 471 (1924). 
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of their title will have property with a market value equal to 
that of the unrealized opportunities; and this is full compen- 
sation, though it later appears that the realized increments, 
had the state of their title remained unchanged, would have 
exceeded the earlier value of the mere possibilities. The enly 
difference to the investors between the Bauer Plan and condem- 
nation is that instead of cash they will have under the Bauer 
Plan securities which for all practical purposes are equivalent 
to cash. These securities, unlike real estate, are liquid and 
can be converted at once into cash. To say that the Supreme 
Court will for this reason hold the Bauer Plan an unconstitu- 
tional deprivation of the existing property rights, while a 
condemnation which has the same practical effects on the in- 
vestors would be valid, is to say that the court will determine 
the question of constitutionality on a ground of form rather 
than of substance. 

As far, then, as the property rights of existing investors go, 
they receive full compensation at the time of the enactment, 
and the continuance of the scheme in operation will thereafter 
deprive them of nothing to which they have not already lost 
their rights at the time of the enactment. Their only remain- 
ing complaint can be that, in common with non-owners, they 
will no longer have the liberty to speculate for increments in 
utility stocks as great as those for which they may now specu- 
late. But this liberty could without any question be constitu- 
tionally destroyed if the state were to condemn all public 
utility properties, and to embark on a scheme of state mon- 
opoly of ownership and operation of utilities. However bad 
such a scheme would be, it would be perfectly constitutional. 
The Bauer Plan is less radical. It would limit the opportunity 
to speculate, not in behalf of a policy of government ownership 
and operation, but only in behalf of a system of regulation 
which makes an initial compromise out of fairness to vested 
rights, and which then proceeds, as is not otherwise possible, 
with an eye single to the need for attracting capital. 

Is this limitation of the field for speculation unconstitu- 
tional? The Constitution itself nowhere expressly says so; 
nor do any decisions of the Supreme Court. If unconstitu- 
tional, it must be because that court will view its object as so 
arbitrary as to amount to a deprivation of liberty without due 
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process of law. But if that particular liberty can be taken 
away on behalf of public ownership, without violating the 
Constitution, why assume that the Supreme Court will regard 
a workable scheme of regulation as a more arbitrary object? 
Are the judges such partisans of public ownership? Or is it 
that Colonel Donovan and Senator Knight hold such a low 


opinion of the capacity of the judges for clear thinking? 
[100] 
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THE MASSACHUSETTS PROPOSALS FOR 
PUBLIC CONTROL 


LEWIS GOLDBERG 


Commissioner of Public Utilities, Massachusetts 


ASSACHUSETTS believes that public utilities should 
be so regulated as to serve at all times the best interests 
of their owners and of the public, that the principles 

guiding regulation should be economic rather than purely 
legalistic, and that no rigid rule of regulation can or should 
be applied to all utilities at all times, without variation. 

Underlying the whole problem of regulation is the method 
of determining the value of the utility for rate-making 
purposes. The rate base—the amount on which an oppor- 
tunity should be afforded to earn a fair return—should be 
certain and readily ascertainable. It should not fluctuate with 
every economic tide or be driven by every economic wind. The 
investor puts so many dollars into the enterprise; he should 
get a fair return on that money. 

The public grants the utility the sovereign right of eminent 
domain which can be justified only on the theory that the 
utility is acting on behalf of the sovereign for the public benefit 
—as a publicagency. It authorizes the utility permanently to 
occupy portions of the public highways. It gives the utility a 
monopoly. It is entitled to as low rates as can be made, con- 
sistent with fair treatment of the utility. It would be entitled 
to reasonable rates merely as a guid pro quo, even if the busi- 
ness were not public in its nature. 

To be effective, regulation should be speedy. It should not 
involve expensive litigation. It should not compel frequent 
recourse to the courts, which have no power to fix rates 
but can only affirm the commission’s order or enjoin its 
enforcement. 

We believe that these results can be most fairly and effec- 
tively accomplished by basing valuation on the amount of 
money honestly invested by the stockholders in the utility 
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and by having an elastic or variable rate of return. Under 
this view the rate base is at all times certain, stable and easily 
determined. By an elastic rate of return we can adjust the 
rate to the needs of the specific utility and to all the changing 
and varying economic circumstances. The commodity rate 
should be sufficient to pay operating expenses, set aside proper 
depreciation, pay fair dividends, maintain the credit of the 
company enabling it to borrow money for its needs at reason- 
able rates, attract new capital, and keep the stock of the utility 
somewhat above par. If we do this, we are dealing fairly with 
the utility owner, since we are allowing him a fair return on his 
investment, permitting him to maintain the integrity of the 
property and enabling him at all times to sell his stock and get 
back all the money which he invested. 

This is the policy of regulation which we follow in Massa- 
chusetts. We regard the money honestly invested in the prop- 
erty by the stockholders as the valuation of the utility for 
rate-making purposes. This is not a new conception in Massa- 
chusetts ; it goes back more than 125 years. 

Beginning with the regulation of rates to be charged by 
turnpikes in 1804, when the statute specifically made the invest- 
ment by the stockholders the rate base, successive statutes, 
dealing with railroads and street railways, down to practically 
the beginning of the present century, established the invest- 
ment as the amount upon which the utility was entitled to earn 
a fair return. From the time when our first Railroad Com- 
mission was established in 1869 and our first Gas and Electric 
Commission in 1885, this policy of treating the honest invest- 
ment as the rate base has been consistently followed. 

Under this method of regulation our electric utilities have 
prospered. They have paid excellent dividends, set aside 
ample depreciation and built up large surpluses. In forty-five 
years of regulation of electrical utilities, only two cases—the 
Worcester and Cambridge cases three years ago—went to the 
courts, and those were dropped by the respective companies. 
In the last sixty years not more than four rate cases affecting 
all kinds of utilities and not more than ten or twelve cases 
affecting all matters were brought in the courts. Can there 
be any better evidence of the satisfaction afforded by the 
Massachusetts system of regulation? 
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The rising tide of the reproduction theory, which received 
such a tremendous impetus because of the increasing prices of 
labor and materials during the war and for a number of years 
thereafter, also washed our shores, but, like ali tides, it re- 
ceded. Some of our electric utilities saw visions of greatly 
increased rates, or, at least, of preventing proper reductions in 
rates, under a valuation based on reproduction cost of physical 
property less depreciation, embellished by the intangible ele- 
ments of value. These intangible factors seem to know no 
limit except that placed by nature upon the ingenuity of 
experts to conceive of new elements of value. They appeared 
in full force in the few cases where the reproduction theory 
was seriously urged by utilities on our Massachusetts commis- 
sion. Experts solemnly testified that a pond which, together 
with some land, was purchased for $69,000 several years prior 
to the hearings, should be valued for rate-making purposes at 
the modest sum of $1,200,000. An office building, fifty years 
old, located in the heart of the city, was depreciated for 
rate-making purposes only five per cent of the reproduction 
cost for the entire fifty years. Can you guess what the de- 
preciation was on that building for tax purposes? Or, how 
much depreciation reserve had been set aside for it and paid by 
the consumers? We learned that cast-iron pipes should not be 
depreciated at all, because such pipes laid in the days of the 
Caesars had been dug up in the Appian Way in recent years 
and found still to be in good condition. 

We were seriously told by learned counsel that the United 
States Supreme Court had made reproduction cost less 
observed depreciation, if any, synonymous with present value 
and that any commission that departed from that view was 
guilty of little short of treason. As we read the cases from 
Smyth v. Ames to The O’Fallon case, that court has never 
repudiated the doctrine of Smyth v. Ames, and has never made 
reproduction cost less depreciation the measure of present 
value. On the contrary, from 1898 to the present day, it has 
repeatedly reaffirmed Smyth v. Ames and has merely held that 
reproduction cost less depreciation is ome of the factors, 
among many others, to be considered in determining present 
value and may be, under certain conditions, a measure of value 
—not the measure. 
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Our experience in Massachusetts with the attempt to make 
reproduction cost less depreciation the rate base has been that 
it fosters litigation, prolongs rate cases ad nauseam, piles up 
expenses for experts and counsel which the consumer ulti- 
mately must pay, engenders ill-will towards the utility, and 
tends to make regulation ineffective. 

In my opinion a threatened breakdown of effective regula- 
tion would never be tolerated by the people of Massachusetts. 
It would drive us to public ownership. We now have forty- 
three municipally owned electric plants in Massachusetts which 
are operating effectively and efficiently and furnishing elec- 
tricity at rates lower than those of private companies in their 
immediate vicinity. The enforcement of the reproduction 
theory as a rate base would in Massachusetts probably lead to 
the establishment by the state of huge generating plants with 
transmission lines radiating throughout the state, carrying 
power which would be distributed and sold by the munici- 
palities. We could do it, charge the people reasonable rates 
and give them good service. I do not advocate this. I do 
not advocate municipal ownership. I would rather see this 
service performed by private eompanies, properly regulated 
by public authority. But the spirit which prompted the Bos- 
ton Tea Party is still strong in our people, and a serious attempt 
on the part of the electrical utilities to extort unreasonable 
rates based on fanciful or fictitious valuations would drive us 
to public ownership just as surely as the sail is driven by the 
wind. 

We are not attempting to foist our views upon other states. 
We are not even urging them to follow our example. We do 
say that the adoption of honest investment as the rate base and 
of an elastic rate of return makes for more effective, efficient 
and speedy regulation, is eminently fair to the utility and to the 
public, and is economically sound. We have demonstrated this 
fact in actual practice, covering a longer period of time than 
the comparable experience of any other state in the Union. 
If generally adopted, it will practically put an end to pro- 
tracted rate litigation, relieve the courts from rate cases, make 
for much better public relations, and redound to the benefit of 
the utility as well as the public. 

The problem of regulation of electrical utilities has become 
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more complicated by the rapid development of holding com- 
panies. We, in Massachusetts, are not excited about them. 
They have their advantages, and they bring potential evils in 
their train. The mere ownership of the local utility by a 
holding company is of no more consequence than the diffu- 
sion of ownership among a large number of individuals, but 
the use that is made of that ownership may be of grave con- 
sequence. The essential thing is the regulation of the local 
utility. If we can effectively do that, we care not who owns it. 
To prevent abuses by the holding companies, we believe that 
the public regulatory body should have the power in any rate 
case to pass upon the reasonableness of the price paid for 
power by local utilities and also to pass upon the fairness of 
the price paid to the holding company or its subsidiaries for 
services. Upon the recommendation of our commission, the 
legislature, four years ago, enacted a statute which provides 
that no contract by an electric company for the purchase of 
electricity for a period of more than three years shall be valid 
unless it is first approved by the commission, or unless it con- 
tains a provision to the effect that the price shall be subject 
to review and determination by the commission in a rate pro- 
ceeding.* With such a statute in effect the commission can- 
not be defeated in an effort to establish reasonable rates by the 
contention that the electric company is bound by contract for 
a long term of years to pay an unduly high price for electricity. 
If the utility enters into a contract for less than three years 
and the price paid by it is unreasonable, the period during 
which the utility is bound is so short that the commission in its 
determination of rates may easily take care of the situation. 
Similar legislation relative to contracts for services made 
by electric utilities should be enacted. There is now pending 
before our legislature a bill which provides that no contract 
made by a gas or electric company, covering a period in excess 
of one year, under which any compensation is to be paid by 
the company in whole or in part for services, shall be valid 
unless it is approved by the commission or unless it provides 
that the amount of compensation shall be subject to review and 
determination by the commission in a rate proceeding. 


1 Mass. Statutes 1926, C. 208. 
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It may well be that even without such legislation commis- 
sions may, under the doctrine of United Gas Co. v. Railroad 
Commission,’ disregard contracts for the sale of electricity or 
for services made between the local utility and the holding 
company or any of its subsidiaries whenever the price to be 
paid is higher than that which would have been agreed upon 
if the parties were dealing at arm’s length. 

The commission should also be given the power in a rate 
proceeding to obtain information from the holding company 
and to examine its books. If legislation such as I have sug- 
gested should be enacted and if the commission functions prop- 
erly, I see no occasion at the present time for further regula- 
tion of holding companies aside from “ Blue Sky”’ statutes. 
If time and experience should demonstrate that further regula- 
tion is necessary, additional legislation may then be secured. 

Lest the various state commissions should feel that their 
problems are not sufficiently difficult, it is now proposed in 
some quarters that the federal government should enter the 
field of regulation of electrical utilities. We, in Massachusetts, 
are opposed to that. We feel for one thing that the federal 
government, instead of merely entering the field, will preémpt 
the field. Solely from the viewpoint of regulation and with- 
out regard to the question of state rights, this would deal a 
body blow to effective regulation. We all know how little 
power the state commissions now have over intra-state railroad 
rates. Federal regulation of electrical utilities, however 
limited in scope at its inception, would without question so in- 
crease that state regulation of rates would, as a practical 
matter, be broken down. Local electrical utilities are not an- 
alogous to railroads. Their rates are not involved, as those 
of railroads are, in transcontinental or even interstate prob- 
lems. They are, in the main, subject to local factors. The 
chief elements of cost lie in the local distribution lines. Dens- 
ity of customers per mile of line, overhead or underground 
construction, load factors, habits of people affecting the use, 
and various other elements which enter into the problem, are 
purely local factors. They should be determined locally. 

Regulation should be speedy. If the public is entitled to 


1278 U. S. 300. 
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lower rates, it should receive them without undue delay. If 
the utility needs higher rates, relief should be afforded to it 
as quickly as may be. This, in our opinion, is impossible under 
federal regulation, and I say this without disparagement, even 
by innuendo, of the Interstate Commerce Commission. It 
simply is impossible, effectively and efficiently, to regulate a 
local utility at long range by means of a commission working 
out of Washington for the entire country. Such a process is 
necessarily slow and cumbersome. It cannot, in the nature of 
things, give adequate consideration to the problems. It savors 
of absentee landlordism. 

Nor does there seem to be any necessity for federal regula- 
tion. The total amount of interstate electricity is comparatively 
small. Even if this should escape regulation at the hands of 
state commissions, there is no sound reason for breaking down 
state regulation and substituting therefor ineffective federal 
regulation in order to remedy a very minor possible evil. 
Federal regulation should be thought of only as a last resort. 

In conclusion, the thought should again be emphasized that 
regulation of public utilities should not be carried out accord- 
ing to abstract legal rules interpreted by cold legal reasoning. 
Rather, it should be recognized that the problems are purely 
economic and that economic laws, construed in the light of 
practical business experience, common sense and reality, should 
be controlling. 
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THE REGULATION OF HOLDING COMPANIES 


LOWELL M. GREENLAW 
General Attorney, The Pullman Company, Chicago, III. 


HE intense interest in holding companies owning or con- 
trolling the stock of public utilities is causing careful 
study of present-day operating and financial practices 

of such companies. A determined effort is being made to 
bring them within the regulatory powers of state or interstate 
commissions. Exhaustive investigations have been made, 
and others are contemplated, to ascertain the extent and effect 
of their transactions and to propose suitable legislation. 

This new development causes inquiry with respect to the 
extent of control of operating utilities, the legal questions in- 
volved in efforts to bring about effective regulation of holding 
companies, and the means of reaching them if not within the 
jurisdiction of the commission seeking such authority. 

Operating utilities selling service to the public are, of course, 
subject to regulation. Commissions having jurisdiction may 
protect the rights and interest of the public under authority to: 


(a) Determine the reasonableness of rates, and prescribe 
them, based on the value of the service and the rate of 
return. 


(b) Determine the rate base under valuation provisions. 
(c) Hold that the return on such rate base is reasonable or 
unreasonable according to the circumstances shown. 

(d) Prescribe classifications of accounts, require reports, 
and have access to records. 

(e) Inquire into contracts and expenses to the extent neces- 
sary to determine whether rates charged the public 
are reasonable. 

(f) Demand that unreasonable expenses charged in the ac- 
counts shall be excluded in computing net return. 

(g) Prescribe classes of depreciable property and rates of 


depreciation charged in expenses. 
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(h) Determine the sufficiency and efficiency of service 
rendered. 


(i) Authorize extensions and additions or construction of 
new lines by certificates of convenience and necessity. 


(j) Authorize security issues. 


These powers are now possessed by regulatory bodies under 
the usual provisions of law, both state and interstate. They 
appear to embrace ample control of operating utilities furnish- 
ing a public service. Is it necessary to go back of the operat- 
ing companies and to obtain supervision over the owners of 
the property, the stockholders? Holding companies, in a 
broad sense, are the stockholders. There are, however, several 
classes : 


1. Where there is a quasi-operating relationship, the hold- 
ing company having some measure of supervision, making pur- 
chases or rendering engineering and other technical services, 
or providing for purchases or services for the operating com- 
pany from other units of the holding company’s organization. 
This class is usually characterized by contracts between the 
holding company and the operating subsidiaries covering such 
management matters. In some instances there is a separate 
affliated management company. 

2. Where there are sales of the entire output of the holding 
or producing company to the operating subsidiary, or where 
there are sales or leases of apparatus or facilities to the operat- 
ing company. Frequently there are elements of both the first 
and second class in one instance, and sometimes there is dis- 
regard of the subsidiary corporate entities. 

3. Where there is merely ownership or control of securities 
of operating utilities, the characteristics of an investment 
company prevailing. 


Probably even those who advocate holding company regu- 
lation would agree that companies of the description of those 
in the third class hardly need to be subject to commission super- 
vision, particularly if information is disclosed by operating 
utilities concerning stock ownership. However, in the wide- 
spread demand for regulation of all holding companies, 
largely because of the multiplicity of security issues and in- 
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volved intercorporate relationships, distinction between the 
classes named is not always observable. 

The practical advantages and disadvantages of the holding 
company system, particularly those within the first and second 
classes, have been presented in some of the investigations and 
discussions of the subject. Advantages claimed are: that 
the public is benefited by large-scale financing affording fin- 
ancial arrangements which could not be obtained by small 
companies; mass purchases with reduced costs; consolidated 
management resulting in lower costs and also more efficient 
technical and managerial talent; intensive research work re- 
sulting in advancement of the industry and benefit to the 
public served; economies from large-scale production; more 
efficient service to the consumer growing out of greater diversi- 
fication in product and service rendered; and in many cases, 
reduced rates charged the public. 

Among the disadvantages which have been pointed out is, 
that the purchase of operating utilities, frequently at inflated 
prices because of competition between holding companies seek- 
ing to widen their field, is considered to contain elements of 
danger to the public interest. It is believed by some that the 
volume of stock issued by. the holding companies may conceal 
excessive total profits notwithstanding the circumstance that 
the dividend rate may be moderate; that the increased number 
of shares in the hands of the public exerts pressure on the 
regulating body to allow rates commensurate with such capital- 
ization; that where predominant consideration is given to in- 
vestment, the rates charged the public will be high; that while 
this effect need not result where cost of reproduction of the 
plant devoted to the public service is given effective considera- 
tion, yet the reproduction method requires intricate valuations 
necessitating long and expensive hearings in case of rate com- 
plaints. Partly because of valuation difficulties, a new element 
in fixing the rate base has recently been suggested by the 
Massachusetts and New York investigating commissions, that 
of fixing the rate base by contract between the utility and the 
commission. The validity of such a plan will of course be 
tested. It has also been claimed that under the management 
system the centralized or closely codrdinated control of oper- 
ating utilities has disadvantages offsetting the advantages 
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claimed for it, that in transactions between the companies the 
usual elements of bargain and sale are lacking; that prices 
paid by the operating utilities for purchases or services are 
reflected in increased revenue to the holding company, and if 
excessive the consumer suffers. While in some instances such 
contracts result in substantial economies, it is claimed that in 
other cases they cause needless increases in expenses. 

In view of these divergent views the Massachusetts Special 
Commission on Control and Conduct of Public Utilities in 
its report in March, 1930, recommends certain statutory 
changes to obtain information from holding companies but no 
direct regulation of them at the present time. The New York 
Commission on Revision of the Public Service Commissions 
Law, in its report submitted the same month, recommends that 
the jurisdiction of the commission be extended to the holders 
of voting capital of utilities to require the disclosure of inter- 
ests, and jurisdiction over affiliated interests having trans- 
actions with utilities to the extent of access to accounts and 
records and the filing of reports, also advance approval of 
contracts with utilities. 

Other investigations on the subject are pending. The Fed- 
eral Trade Commission, under authority of Senate Resolution 
83, approved February 15, 1928, has been conducting a most 
exhaustive investigation relative to the organization, control 
and ownership of electric power, light and gas utilities, and 
the effect of intercorporate relationships. A congressional in- 
vestigation of the railroad holding company situation urged 
by the Interstate Commerce Commission has been authorized 
by House Resolution 114, adopted January 24, 1930, and hear- 
ings are just commencing in April. 

An analysis of the situation with respect to holding com- 
panies of the first and second classes above referred to shows 
that their services and facilities are furnished not to the public 
but to the operating utilities. They are not furnished to other 
utilities outside of the holding company’s organization, and 
particularly not to the public. The public has no right to 
demand a continuance of the services furnished and can only 
be interested indirectly if charges to the operating companies 
are proved to be exorbitant or if unconscionable contracts have 


been entered into. In such instances the commission may in- 
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quire into the matter and, as commissions have done, demand 
that excessive expenses or payments under contracts be dis- 
regarded in ascertaining the rate of return on the value of 
property used, and the net income modified for that purpose. 
It seems that services, materials or facilities furnished to oper- 
ating utilities and not to the public should not bring such hold- 
ing companies within regulatory principles where there is a 
well defined line of corporate management, and the corporate 
entity of the subsidiary is respected by the holding company. 

The established rule must be kept in the foreground that 
property is subject to public regulation only when affected with 
a public interest. The outstanding decision of the Supreme 
Court of the United States on this subject, which has been fol- 
lowed since 1876, is Munn v. Illinois,94 U.S. 113. The hold- 
ing of the court in that case, which has been quoted many times 
in other decisions, was in substance that property becomes 
clothed with a public interest when used in a manner to make 
it of public consequence and to affect the community at large; 
that when one devotes his property to a use in which the public 
has an interest, he, in effect, grants the public an interest in 
that use, and must submit to be controlled by the public for the 
common good. Subsequent decisions in discussing the ques- 
tion have held that there must be a dedication of property to 
the public service before there can be regulation, and the 
dedication to public use must be of such character that the 
public has the right to demand that the service shall be con- 
ducted with reasonable efficiency and under reasonable 
charges. 

Rather than falling within that rule permitting regulation, 
the reasonable view regarding the first two classes of holding 
companies is that they come within the principle stated by the 
Supreme Court in its decision in Chas. Wolff Packing Company 
v. Court of Industrial Relations of Kansas, 262 U. S. 522, 
decided in 1923, where supervision was sought over companies 
furnishing food products. The packing company had been 
served with an order by the Industrial Court respecting wages 
paid to its employees, and the constitutionality of the act was 
in question. The court held that the business sought to be 
regulated was not of a nature bringing it within established 
principles of public regulation, and that “the mere declaration 

{112] 


No 
by 
is 
ti 
lo 
fi 
la 
cc 
u 
1 
a 
i 
pr 
t 
b 
te 
u 
Ci 
i 
u 
| te 
= 
Cc 
t] 
t 
b 
c 
c 


No. 1] THE REGULATION OF HOLDING COMPANIES 113 


by a legislature that a business is affected with a public interest 
is not conclusive of the question whether its attempted regula- 
tion on that ground is justified.” This principle has been fol- 
lowed in * ore recent decisions relating to the subject of price 
fixing, and in every case it has been held that a state legis- 
lature is without constitutional power to fix prices at which 
commodities may be sold, services rendered or property used, 
unless the business or property is affected with a public 
interest.” 

The difference between the power to fix prices and the 
authority to regulate the conduct of business was pointed out 
in Tyson & Brother v. Banton, 273 U.S. 418. There may be 
police regulations, requirements for licenses, etc., to regulate 
the manner in which the business may be carried on, but the 
basis applicable in such instances does not embrace the broader 
condition with respect to property affected with a public in- 
terest. The court in the Tyson case said: “The power to 
regulate property, services or business can be invoked only 
under special circumstances; and it does not follow that be- 
cause the power may exist to regulate in some particulars it 
exists to regulate in others or in all.” And concerning evils 
claimed to exist: ‘It is not permissible to enact a law which, 
in effect, spreads an all-inclusive net for the feet of everybody 
upon the chance that, while the innocent will surely be en- 
tangled in its meshes, some wrong-doers also may be caught.” 

The disclosure by utilities of information pertaining to out- 
side business or interests, sufficient to ascertain if there is con- 
cealment of forbidden practices, is within the jurisdiction of 
the commission under the usual type of statute. The power of 
the Interstate Commerce Commission in this regard was upheld 
by the Supreme Court in 1912 in Jnterstate Commerce Com- 
mission v. Goodrich Transit Co., 224 U. S. 194, where the 
court said: 


If the Commission is to successfully perform its duties in respect to 
reasonable rates, undue discriminations and favoritism, it must be 
informed as to the business of the carriers by a system of accounting 
which will not permit the possible concealment of forbidden practices 
in accounts which it is not permitted to see and concerning which it 


1 See Williams v. Standard Oil Company, 278 U. S. 235, and cases there 
cited. 
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can require no information. It is a mistake to suppose that the requir- 
ing of information concerning the business methods of such corpora- 
tions, as shown in their accounts, is a regulation of business not within 
the jurisdiction of the Commission, as seems to be argued for the 
complainants. The object of requiring such accounts to be kept in a 
uniform way and to be open to the inspection of the Commission is not 
to enable it to regulate the affairs of the corporations not within its 
jurisdiction, but to be informed concerning the business methods of the 
corporations subject to the act that it may properly regulate such 
matters as are really within its jurisdiction. Further, the requiring of 
information concerning a business is not regulation of that business. 

The report in controversy, as to business other than commerce, re- 
quired a general description of such outside operations, and also a 
statement of the income from and the expenses of the same. As we 
have said, if the Commission is to be informed of the business of the 
corporation, so far as its bookkeeping and reports are concerned, it 
must have full knowledge and full disclosures thereof, in order that 
it may ascertain whether forbidden practices and discriminations are 
concealed, even unintentionally, in certain accounts and whether charges 
of expense are made against one part of a business which ought to be 
made against another. 


The authority to require disclosure in the Goodrich case was 
qualified by the court in Terminal Taxicab Co. v. District of 
Columbia, 241 U. S. 252, where the District Public Utilities 
Commission sought jurisdiction over the taxicab company and 
information concerning all its business including its garage 
business. The court held that the company was subject to 
jurisdiction but that the order was too broad and that the 
company was not bound to give information as to its garage 
rates. The opinion states that there was no such connection 
between the charges for the garage and the cab service as 
there was between the facts required and the business con- 
trolled in the Goodrich case. 

To the extent, therefore, of ascertaining if there is conceal- 
ment of forbidden practices, statutory authority may be given 
a commission to require disclosure from a utility of informa- 
tion, even pertaining to things over which the commission does 
not otherwise have jurisdiction. So with this power, coupled 
with that permitting it to question exorbitant expenses or un- 
conscionable contracts affecting the public service, and to 
regulate in the particulars which have been enumerated the 
property and business of a utility, the public interest would 
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seem to be protected. Holding companies not directly serving 
the public do not appear to fall within the classification of 
those subject to regulation, and dealings between such com- 
panies and operating utilities ordinarily may be reached only 
through the latter. 

A tendency, however, has recently appeared in decisions of 
the courts having the effect of circumventing the principle that 
property is subject to regulation only when affected with a 
public interest. The method is to disregard the corporate 
entity of the operating company and to treat the operating and 
holding companies as one. It is being taken advantage of in 
recommendations for legislation with respect to this type of 
regulation. The report of the committee on intercorporate 
relations of the National Association of Railroad and Utilities 
Commissioners at the 1928 and 1929 sessions criticized what 
they called the holding company method of control, and recom- 
mended legislation giving state commissions jurisdiction over 
such companies. The 1929 report states that the committee 
believes it is possible for most state commissions to regulate 
a holding company which exercises control of management 
and operation of an operating company “by regarding the two 
as one and the same—in other words, by disregarding the 
corporation fiction.” The report continues that much of the 
difficulty lies in the fact that many of the states have not 
assumed to exercise the obvious powers which they possess 
over such companies. 

The first important case showing this tendency was Ohio 
Mining Company v. Public Utilities Commission, 140 N. E. 
143, decided in 1922. The mining company filed a complaint 
before the Ohio Public Utilities Commission against the South- 
ern Ohio Power Company and two of its subsidiaries, alleging 
that rates paid by the mining company for electric power were 
unreasonable. The commission held that the Southern Ohio 
Power Company, which sold its entire output to its two sub- 
sidiaries, was not a public utility and appeal was taken from 
that finding before the commission had made its finding with 
respect to the rates complained of. The Ohio Supreme Court 
reversed the commission on the ground that the property of all 
three corporations was owned by the stockholders of the power 
company ; that the earnings and losses of each company inured 
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to or fell upon the same persons; that the separate ownership 
of the producing company (the holding company) and the 
distributing companies (the subsidiaries) was but a fiction and 
that there was in fact a single ownership of all. The effect, as 
stated by the court, was to withhold by a fiction one of these 
properties from the operation of the law as to public utilities 
which, but for the separate organization, would be subject 
thereto; that the owners sought by resort to the fiction of cor- 
porate ownership to limit the effect of dedication of the proper- 
ties of their distributing companies to those companies alone, 
and that by reason of the fact that the whole was but one com- 
monly owned property, engaged in a single enterprise, the act 
of one nominal division thereof was attributable to all. The 
court held that the power company was engaged in selling 
electric energy to consumers within the meaning of the public 
utility act and was subject to the jurisdiction of the commission. 

A sequel to this decision is found in Southern Ohio Power 
Company v. Public Utilities Commission of Ohio, 143 N. E. 
700, decided in 1924. Following the earlier case the power 
company did not file its tariff with the commission and an 
administrative order was made directing it to do so. The 
company, as its defense, showed that subsequent to the former 
decision it had divested itself of its holdings of stock in its two 
subsidiaries, the stock having been sold to individuals who 
were then stockholders of the power company. The court held 
that since the dedication to public use of the property of the 
power company found in the former case was unintentional 
by reason of the stock ownership of the operating companies, 
the divestment of stock control by the power company deprived 
it of its public utility character and left only the two sub- 
sidiary companies public utilities. The commission was re- 
versed and the power company was held not to be a public 
utility. It is thus seen that the entire ground for the court’s 
original holding that the power company was a public utility 
was based upon the ownership of stock of the distributing 
companies and not upon the fact that the entire output of the 
power company was sold to the distributing company, and 
without regard to what prices were charged the latter or the 
effect upon the public. 

The next case of importance with respect to disregard of the 
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corporate entity was Costan v. Manila Electric Company, 24 
Fed. (2d) 383, decided in 1928. Suit was brought to recover 
damages for personal injuries through negligent operation of 
a street railway car in Manila, Philippine Islands. The de- 
fendants were four corporations—Manila Electric Company, 
Manila Electric Corporation, J. G. White & Co. Inc., and the 
J. G. White Management Corporation. The facts show that 
the Manila Electric Corporation was a holding company, own- 
ing all of the capital stock of the Manila Electric Company, 
the corporate entity owning the railway property. The court 
held the holding company liable on the ground that the contract 
between the holding company and the operating company 
showed that the former disregarded the operating company 
as a distinct corporate entity and dealt with the properties 
and their operation exactly as though the legal title were in 
the holding company. The decision undoubtedly turned upon 
the nature of the contract and the practice of the holding 
company in itself assuming the active management which 
ordinarily would be undertaken by the operating subsidiary. 
It is distinguished by Judge Learned Hand in Kingston Dry 
Dock Co. v. Lake Champlain Transportation Co., 31 Fed. (2d) 
265, which will be discussed a little later. 

The most recent case showing the tendency referred to is 
People ex rel. Potter, Attorney General, v. Michigan Bell 
Telephone Company, 224 N. W. 438, decided in 1929. The 
Attorney General filed’an information to oust the Michigan 
Bell Telephone Company, a Michigan corporation, of its fran- 
chise. It was an attack on the so-called 4% per cent (later 
four per cent) contract. The stock of the Michigan company 
was held by the American Telephone and Telegraph Company 
and a contract was entered into between the two companies 
providing for payment by the subsidiary of four per cent of 
gross earnings to the holding company. It was alleged that 
the holding company, through ownership of the stock and 
through domination of its subsidiary, was itself conducting 
business in the state. The information averred that “the 
Michigan Company is not conducting and carrying on tele- 
phone business in Michigan; the American Company is doing 
it.” The decision states that a review of the evidence was 
convincing that the Michigan subsidiary was merely an oper- 
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ating unit and that it was no more engaged in conducting and 
carrying on a telephone business than is the ordinary station 
agent engaged in conducting and carrying on the railroad 
business of his employer. The court held that the Michigan 
company was a mere agent or instrumentality of the American 
company and that it was apparent that the purpose of the 
separate entity was to avoid full investigation and control by 
the state commission, to the injury of the public; that the 
difference in entity going out, the contract goes with it; the 
American company cannot contract with itself. The judg- 
ment was that the defendant be ousted of right to have credit 
in a computation of rates for payments to the American com- 
pany under the contract. 

While these decisions that the corporate entity should be 
disregarded and that the holding company and the operating 
company should be treated as a unit are recent, it is interesting 
to note a decision of the Supreme Court of the United States in 
1918 which held to the same effect. This was the case of 
Chicago, Milwaukee & St. Paul v. Minneapolis Civic and Com- 
merce Association, 247 U.S. 490, where complaint was brought 
against three roads, the Chicago, Milwaukee & St. Paul, the 
Chicago, St. Paul, Minneapolis & Omaha and the Minneapolis 
Eastern, alleging that the extra charge of $1.50 per car for 
inbound cars delivered by the two trunk lines to the Minne- 
apolis Eastern, their subsidiary, was unreasonable and should 
be abolished. The stock of the Minneapolis Eastern was 
equally owned by the other two roads. The court held that 
the operating company, the switching line, was under the 
entire control and management of the holding companies and 
that the latter exercised their power as stockholders to immedi- 
ately and directly control the property and the conduct of 
business of the switching line. The decision states that the 
contract between the holding companies and the operating 
company evidenced an obvious surrender by the Eastern Com- 
pany of substantially all freedom of corporate action and an 
assumption of control over that company by the Milwaukee 
and Omaha companies which converted the Eastern Company 
into a mere agency or instrumentality. The court stated that 
it was sheer sophistry to argue that because the Eastern Com- 
pany was technically a separate legal entity it was an inde- 
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pendent public carrier, free in the conduct of its business from 
the control of the two companies which own it and therefore 
free to impose separate carrying charges upon the public. 
After reviewing prior decisions holding that ownership alone 
of capital stock in one corporation by another does not create 
an identity of corporate interest between the two companies or 
render the stockholding company the owner of the property of 
the other or create the relation of principal and agent between 
the two, the decision states that while the statements of law 
thus relied upon were satisfactory in the connection in which 
they were used, they have been repeatedly held not applicable 
where stock ownership has been resorted to, not for the purpose 
of participating in the affairs of a corporation in the normal 
and usual manner but for the purpose of controlling a sub- 
sidiary company so that it may be used as a mere agency or 
instrumentality of the owning company. 

This decision of the Supreme Court may seem to indicate 
that its position on this phase of the situation is not unlike that 
of the courts in the recent decisions just reviewed. But the 
Minneapolis holding was predicated entirely upon the nature 
of the contract between the three companies. The contract 
and the carrying out of its terms were the determining factors. 

In other cases the Supreme Court has unequivocally held 
that the corporate entity of a subsidiary must be respected. 
In Pullman Car Company v. Missouri Pacific Co., 115 U. S. 
587, decided in 1885, the court held that the Missouri Pacific 
Company, which owned all the stock of the St. Louis, Iron 
Mountain & Southern Company, had no control over the man- 
agement of the latter. It pointed out that the Iron Mountain 
Company kept up its own organization, had its own officers and 
made its own bargains; that the Missouri Pacific Company, 
through its stock ownership, could determine who should con- 
stitute the subsidiary’s board of directors but that there the 
power over the management of the subsidiary stopped ; that the 
subsidiary was in no legal sense controlled by the holding 
company. The court said that by the stock ownership the 
holding company had all the advantages of control of the 
subsidiary, but that was not in law the control itself; that the 
stockholders of the corporation, while in a sense owning the 
property, were not the managers of its business or in the 

[119] 


120 PUBLIC CONTROL OF POWER [Vo.. XIV 


immediate control of its affairs; that the rights and powers of 
the holding company were those of a stockholder only and that 
it (the holding company) was not the corporation (the sub- 
sidiary) in the sense of that term as applied to the manage- 
ment of the corporate business or the control of the corporate 
property. 

This case was followed in Peterson v. Chicago, Rock Island 
& Pacific Ry. Co., 205 U. S. 364, where legal process against a 
foreign holding company was served on an agent of the local 
subsidiary in Texas. The court recited that the subsidiary 
and the holding company had common agents and employees 
to a certain extent but that they were paid in proportion to the 
business done for each company and their services were kept 
distinct and separate. It was then stated that the holding of 
the majority interest in the stock does not mean the control of 
the active officers and does not make the holding company the 
company transacting local business. And in Rhode Island 
Trust Co. v. Doughton, 270 U. S. 69, where jurisdiction of the 
R. J. Reynolds Tobacco Co., a New Jersey corporation, was 
sought in North Carolina on an estate tax based on the 
ground that two-thirds of the corporation’s property was situ- 
ated in North Carolina, the court said: 


This is on the theory that the stockholder is the owner of the prop- 
erty of the corporation, and the State which has jurisdiction of any of 
the corporate property has pro tanto jurisdiction of his shares of stock. 
We can not concur in this view. The owner of the shares of stock 
in a company is not the owner of the corporation’s property. 


In January, 1930, the District Court held in Jilinois Bell 
Telephone Co. v. Moynihan, 38 Fed. (2d) 77, that ownership 
of ninety-nine per cent of the stock of the Illinois company by 
the American Telephone & Telegraph Co. did not render the 
latter subject to the Public Utilities Commission with respect 
to rates. The city of Chicago contended that the American 
company had exercised its control in such a way that the cor- 
porate identity of the Illinois company was destroyed, and 
that the question to be determined was as to the fair return to 
the investors in the American company, the real operator of the 
property. The court held that the stock ownership gives the 
American company power to control the Illinois company 
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through the election of directors, but that this does not make 
the former the one which is operating the local utility nor 
destroy the separate corporate identity of the local company ; 
that the stock ownership does not give authority to dictate the 
acts of the directors of the local company, and that they will be 
presumed to have performed their official duties honestly and 
to have acted in good faith with respect to the corporation of 
whose affairs they are in charge and the public to which it 
gives service, citing Pullman v. Missouri Pacific, Peterson v. 
Rock Island, and other cases. The District Court then said 
that courts will, of course, look through form to substance, and 
referred to cases in which there may be a commingling of 
affairs of the holding and operating companies having the 
effect of making them practically one. 

This commingling of affairs has been treated in the several 
decisions of the Supreme Court with respect to the commodities 
clause. They point out a distinction between mere stock own- 
ership and active control by the holding company. In United 
States v. Lehigh Valley R. R. Co., 220 U. S. 257, decided in 
1911, the government contended that the railroad company 
was not only the owner of all the stock of the coal company 
but that the railroad company so used the power thus resulting 
from its stock ownership as to deprive the coal company of all 
real independent existence and to make it virtually an agency 
or dependency or department of the railroad company. The 
court held that the effect alleged in the appeal was not the 
necessary result of a bona fide exercise of stock ownership and 
could only have arisen through the use by the railroad of its 
stock ownership for the purpose of giving the latter, as a cor- 
poration for its own corporate purposes, complete power over 
the affairs of the coal company just as if the latter were a mere 
department of the railroad; and that such a situation could not 
have existed had the fact that the two corporations were 
separate and distinct legal entities been regarded in the admin- 
istration of the affairs of the coal company. In conclusion, 
the court said that while the right of a railroad company as a 
stockholder to use its stock ownership for the purpose of a 
bona fide separate administration of the affairs of a corporation 
in which it has a stock interest may not be denied, the use of 
such stock ownership in substance for the purpose of destroy- 
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ing the entity of the coal company and of commingling its 
affairs in administration with the affairs of the railroad so as 
to make the two corporations virtually one, brings the railroad 
company within the prohibition of the commodities clause. 

To the same effect was the holding in United States v. Dela- 
ware, Lackawanna & Western Railroad, 238 U. S. 516, decided 
in 1915. The court held that mere stock ownership by a rail- 
road company in a producing company was not the test of 
illegality under the commodities clause but unity of manage- 
ment and bona fides of the contract between the companies, 
and that the two companies should studiously and in good 
faith avoid anything, either in contract or conduct, that re- 
motely savors of joint action, joint interest or the dominance 
of one company by the other. 

In United States v. Reading Company, 253 U.S. 26, decided 
in 1920, the court said that it may confidently be stated that 
the law upon this subject now is that while the ownership by a 
railroad company of shares of stock of a mining company does 
not necessarily create an identity of corporate interest between 
the two, such as to render it unlawful under the commodities 
clause for the railroad company to transport the products of 
the mining company, yet where such ownership of stock is 
resorted to, not for the purpose of participating in the affairs of 
the corporation in a manner normal and usual with stock- 
holders, but for the purpose of making it a mere agent or in- 
strumentality of another company, the courts will look through 
the forms to the realities of the relation between the companies 
as if the corporate agency did not exist. 

The Reading decision also cites Northern Securities Com- 
pany v. United States, 193 U. S. 197, in support of the state- 
ment that the subsidiaries were mere agents or instrumentali- 
ties of the holding company and that the latter served to pool 
the properties, the activities and the profits of the three com- 
panies. The Northern Securities case was brought under the 
Sherman Anti-Trust Act, and in discussing the effect of the 
corporate organization the court said that the stockholders of 
the two competing companies disappeared, as such, for the 
moment, but immediately reappeared as stockholders of the 
holding company, which was thereafter to guard the interests 
of both sets of stockholders as a unit and to manage both lines 
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of railroad as if held in one ownership ; that necessarily by this 
combination or arrangement the holding company in the fullest 
sense dominated the situation, “as much so, for every practical 
purpose, as if it had been itself a railroad corporation which 
had built, owned and operated both lines for the exclusive 
benefit of its stockholders.” The court then went on to point 
out the effect of this situation upon competition and the 
restraint of trade which was, of course, the vital point under 
consideration. 

The Northern Securities case was followed in United States 
v. Southern Pacific Company, 259 U. S. 214, decided in 1922, 
in support of the statement that such combinations, not the 
result of normal and natural growth or development, but 
springing from the formation of holding companies, or stock 
purchases, resulting in the unified control of different roads or 
systems, constitute a restraint upon freedom of commerce. 
This again was an anti-trust case where the effect of holding 
companies was considered with relation to the prevention of 
competition. The Supreme Court directed a decree severing 
control by the Southern Pacific of the Central Pacific by stock 
ownership or lease and remanded the case to the District Court. 
The latter, in its decision rendered in 1923,’ pointed out that in 
the former proceeding before the Supreme Court no reference 
had been made to the Transportation Act of 1920, and stated 
that subsequently the Southern Pacific Company had filed an 
application with the Interstate Commerce Commission for 
authority to acquire control of the Central Pacific by lease and 
ownership of all of the capital stock. The commission issued 
an order permitting such control which the District Court sus- 
tained. The government did not appeal. The effect of the 
Transportation Act as a new departure is thus seen, and con- 
trol through stock ownership once held unlawful is now per- 
mitted. So the broad condemnation by the Supreme Court 
in the Northern Securities case, that the holding company 
dominates the situation as much as if it had been itself a rail- 
road corporation owning and operating the property, is quali- 
fied by the effect of subsequent legislation and court decisions. 

On the same day that the Supreme Court decided the South- 


1 United States v. Southern Pacific Co., 290 Fed. 443. 
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ern Pacific case it handed down its decision in Houston v. 
Southwestern Bell Telephone Company, 259 U.S. 318. The 
decree of the District Court enjoining enforcement of an 
ordinance prescribing rates was affirmed. Leasing of telephone 
instruments from the American Telephone and Telegraph 
Company was involved, and the city contended that no dis- 
closure was made of the profits. The Supreme Court stated 
that evidence was introduced tending to show that the charge 
made for services rendered and supplies furnished was reason- 
able, and that the fact that the American company controlled 
the Houston company by stock ownership “is not important 
beyond requiring close scrutiny of their dealings to prevent 
imposition upon the community served by the company,” and 
that the District Court recognized and applied this rule. On 
authority of this case a similar finding on the point of profits 
and contracts between the holding and operating companies 
was made by the District Court in the recent Illinois telephone 
case above referred to. 

The Houston case was recently followed in principle in 
United Fuel Gas Co. v. Railroad Commission of Kentucky, 
278 U.S. 300, decided in 1929. The gas company was a West 
Virginia corporation, selling to its subsidiary, a Kentucky 
corporation which was subject to the commission of that state. 
The court commented on the fact that the producing or whole- 
sale part of the West Virginia company’s business was not 
regulated, but that it did not appear that the ultimate distribu- 
tion of its product to consumers would be immune from regu- 
lation. Referring to the contract between the companies, the 
decision states that common ownership is not of itself sufficient 
ground for disregarding such intercorporate agreements when 
it appears that although the affiliated corporation may be re- 
ceiving the larger share of the profits, the regulated com- 
pany is still receiving substantial benefits and probably could 
not have secured better terms elsewhere, citing the Houston 
case. But, stating that the instant case was not of that class, 
the court approved the finding of the lower court in including 
in the earnings of the regulated business 50 per cent of the net 
proceeds of the gas extraction business of the affiliated corpora- 
tion notwithstanding the contract provided 1214 per cent, on 
the ground that the unregulated corporation was making a 
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profit of over 100 per cent. This further illustrates the prin- 
ciple that the necessities of regulation can be reached through 
the regulated company without jurisdiction over the unregu- 
lated affiliated corporation. 

A very clear statement of the relations between parent and 
subsidiary corporations is contained in the opinion, previously 
mentioned, of the Circuit Court of Appeals in Kingston Dry 
Dock Co. v. Lake Champlain Transportation Co., 31 Fed. (2d) 
265, decided in 1929. The decree of the lower court holding 
the affiliated corporation liable was reversed, and after re- 
ferring to the Manila case, Judge Hand said: 


Control through the ownership of shares does not fuse the corpor- 
ations, even when the directors are common to each. One corporation 
may, however, become an actor in a given transaction, or in part of a 
business, or in a whole business, and, when it has, will be legally 
responsible. To become so it must take immediate direction of the 
transaction through its officers, by whom alone it can act at all. 
[Citing cases.] At times this is put as though the subsidiary then be- 
came an agent of the parent. That may no doubt be true, but only 
in quite other situations; that is, when both intend that relation to arise, 
for agency is consensual. This seldom is true, and liability normally 
must depend upon the parent’s direct intervention in the transaction, 
ignoring the subsidiary’s paraphernalia of incorporation, directors and 
officers. The test is therefore rather in the form than in the substance 
of the control; in whether it is exercised immediately, or by means of 
a board of directors and officers, left to their own initiative and re- 
sponsibility in respect of each transaction as it arises. Some such line 
must obviously be drawn, if shareholding alone does not fuse the cor- 
porations in every case. 


It is thus seen that if a clear line of demarcation is drawn 
between the holding and operating companies, if the corporate 
management is kept separate, and if the holding company does 
not in fact direct the affairs of the operating company, no 
relationship exists warranting authority to regulate the former 
simply because the latter is subject to commission jurisdiction. 
The Supreme Court in the rate cases mentioned found nothing 
unlawful or improper on account of the local utility being con- 
trolled by a holding company. In the cases under the commodi- 
ties clause, and in the Missouri Pacific and Rock Island cases, it 
points out the way to determine the relationship through stock 
ownership between controlling and controlled corporations. 
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It shows that the corporate entity is separate; that bona fide 
stock ownership for the purpose of participating in the affairs 
of the subsidiary corporation in a manner normal and usual 
with stockholders is not in law the control itself; that the 
holding company is not the manager of the subsidiary; but 
that the corporate entity may be broken down by contract and 
conduct having the effect of creating dominance in manage- 
ment by the holding company. 

The Ohio case went much farther than this principle when 
it held that the mere fact of stock ownership caused the earn- 
ings and losses to inure to and fall upon the same persons; that 
separate ownership of the several corporations in the group was 
but a fiction; that there was in fact a single ownership, and 
that by reason of this the act of one nominal division was 
attributable to all. This is not the law as laid down by the 
Supreme Court, and the recommendation of the committee of 
the National Association to disregard the corporate fiction is 
susceptible of misconstruction and unsound action. The test 
prescribed by the Supreme Court is whether the ownership of 
stock by the holding company is resorted to for the purpose of 
making the subsidiary a mere agent or instrumentality or de- 
partment, and of so commingling the affairs of administration 
as to make the two companies virtually one, and if so the court 
will look through the forms to the realities of the relations 
between the companies as if the corporate agency did not 
exist. It is only in such instances that the so-called corporate 
fiction may be disregarded. 

The contract is the usual weakness. This, and the conduct 
between the companies, as stated in the Lackawanna decision, 
should not remotely savor of joint action, joint interest or the 
dominance of one company by the other. If this point is 
observed, mere ownership of stock exercised in a normal and 
usual manner in no legal sense effects control in the sense of 
management. In the Michigan Telephone case the court 
found that the difference in entity going out, the contract goes 
with it. This was treating the contract as the result, not the 
cause. But the court was influenced by statements in the 
annual report of the holding company, outlining the relation- 
ship of the subsidiaries to the central organization. The re- 
port stated that each was an operating division and no more. 
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The evidence also quoted a statement of the chairman of the 
board of the holding company to the directors at the time of 
organization of the subsidiary, explaining the reasons for such 
organization, one of which was the regulation of rates by state 
commissions and the fact that local companies seemed to be in 
more favorable position. This elicited the court’s finding that 
the purpose of the separate entity was to avoid full investiga- 
tion by the state commission. 

In none of the Supreme Court decisions referred to has the 
question of commission regulation of holding companies been 
involved. Where the corporate entity is respected and no 
direct management exists there can be no property of the hold- 
ing company affected with a public interest so as to be subject 
to regulation unless the holding company is itself engaged in 
public service. Even in circumstances where the corporate 
entity should be disregarded it seems improbable that there 
would be found such merging of the property that the whole 
had become affected with a public interest. The Northern 
Securities decision came the nearest to declaring this prin- 
ciple, but that was under a criminal statute as distinguished 
from one providing for regulation, and the application of the 
law has since been changed. 

Even if it be considered that the need exists for regulation 
of holding companies, the question arises as to how they may 
be reached if not within the jurisdiction of the commission 
seeking such authority. If the holding company is a domestic 
corporation the situation may be simplified, but if it is a 
foreign corporation with no agent in the state, how is the 
commission going to require reports, examine books and 
records and carry out other regulatory provisions applicable to 
utilities doing business within the state? The commission has 
no means of enforcing its jurisdiction. It cannot serve its 
order on the holding company in the first instance, to say noth- 
ing of requiring the order to be carried out. 

A bill designed to regulate holding companies, considered 
but not passed at the 1929 session of the Maryland legislature, 
attempted to overcome this difficulty by providing that if the 
holding corporation shall have relations in respect of which it 
is subject to the jurisdiction of the commission without having 
an agent appointed in the state, such corporation shall be 
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deemed to have appointed the Secretary of the State Tax Com- 
mission its attorney upon whom legal process may be served, 
provided the Public Service Commission shall send a copy of 
such notice to the last post office address of the corporation. 
The intention apparently was to apply the principle of con- 
structive appointment discussed in the case of Wuchter v. 
Pizzutti, 276 U. S. 13. That case had reference to a statute 
which provided that where a non-resident operated an auto- 
mobile within the state and injured a citizen of the state, the 
citizen could secure service on the non-resident by service on 
the Secretary of State. The court held the statute invalid be- 
cause it failed to make reasonable provision for notice of the 
suit to be given the non-resident. The Maryland bill made 
such provision, but there appears to be a marked difference 
between the voluntary act of a non-resident running an auto- 
mobile in the state and enjoying its facilities and privileges, 
and the act of a foreign corporation in owning shares of stock 
of a public utility doing business within the state, and it is 
doubtful if the principle of the Wuchter case would be held 
applicable to a non-resident holding corporation. In the 
Michigan telephone case the holding corporation was not 
before the commission or the court. The proceeding was to 
oust the local utility, a corporation of the state, and the court 
simply held that it be ousted of right to have credit in a com- 
putation of rates for payments made to the holding company. 
The Supreme Court in the Rock Island case, again men- 
tioned, held that service on an agent of the subsidiary did not 
effect service on the parent corporation. In St. Louis-South- 
western Ry. v. Alexander, 227 U.S. 218, and in Philadelphia 
& Reading Ry. v. McKibbin, 243 U.S. 264, the court held that 
service was not effective unless the corporation was engaged 
in business in the state of such character and in such manner 
and to such an extent as to bring itself within the jurisdiction 
so that service upon an agent directly representing the author- 
ity of the corporation would constitute reasonable notice. 
Transaction of business in a state by a subsidiary does not 
bring the parent corporation within the state’s jurisdiction. 
This has been unequivocally stated in Cannon Mfg. Co. v. 
Cudahy Co., 267 U. S. 333. It was charged in that case that 


the parent dominated the subsidiary, and the Supreme Court 
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held that although the identity of interest may have been more 
complete and the exercise of control over the subsidiary more 
intimate than in other cases, that fact in the absence of an 
applicable statute had no legal significance, and the question 
was simply whether the corporate separation carefully main- 
tained must be ignored in determining the existence of juris- 
diction. The court held that it could not be ignored, and that 
the business of the subsidiary was not the business of the hold- 
ing company. 

In following the Cannon case the Circuit Court of Appeals 
in Selbert v. Lancaster Chocolate & Caramel Co., 23 Fed. (2d) 
233, points out details of corporate relations which were held 
not sufficient to overcome lack of jurisdiction. The court said: 


In the present case, the facts that the boards of directors of the 
foreign and domestic corporations were interlocking, that officers of the 
foreign corporation occupied relatively the same offices in the domestic 
corporations, that the foreign corporation was vitally interested in the 
success of the domestic corporations, or even that the foreign corpor- 
ation was specifically organized to acquire and hold stock in the do- 
mestic corporations and through stock ownership to supervise, manage 
and control the business of such domestic corporations, or all combined, 
are insufficient to support the inference that the foreign corporation has 
subjected itself to local jurisdiction, or that it is by its duly authorized 
officers and agents here present. 


The cases cited hold that ownership of stock does not con- 
stitute doing business. The effect seems apparent also that 
ownership of stock in a company engaged in interstate com- 
merce does not make the holding company similarly so 
engaged. 

The principles applicable to jurisdiction present practical 
difficulties to be surmounted before many of the plans sug- 
gested for regulation could be made effective. But entirely 
apart from the jurisdictional question, the need claimed to 
exist for the regulation of all holding companies is doubtless 
more fanciful than real. In the case of a holding company 
with investment features only, referred to in the third class 
earlier mentioned, which exercises its ownership of stock in the 
usual and normal way, there is nothing in the relation between 
the holding company and the subsidiary which could directly 
or indirectly affect the rates or service of the operating com- 
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pany. Such a holding company owns no property affected with 
a public interest, sells nothing to consumers, furnishes no 
service to the public, and the relations of the operating com- 
pany to the public are unaffected by the fact that its stock is 
owned in whole or in part by the holding company. 

Those companies of the second class who sell or lease appar- 
atus or other supplies, or who sell their entire output produced 
to operating companies, ought not to be considered subject to 
regulation. They sell to their subsidiaries, not to the public. 
If the prices paid by the operating company are unreasonable 
the regulating commission has power to ascertain the facts and 
to require the exclusion of unreasonable amounts from expenses 
and a corresponding modification of net income. Disclosure 
of information for such purposes may be required from the 
operating utility. 

Management companies or those where there is a quasi- 
operating relationship with some measure of supervision, 
within the first class, are in the most difficult position. In such 
cases, if there is dominance by the holding company, or if the 
contract and conduct of operations make applicable the rule 
respecting disregard of the corporate entity, arguments in 
favor of regulation seem difficult to overcome. The sale of 
securities and financial dealings between companies of this 
class involve problems causing much concern. But supervision 
of security issues is already possessed by many commissions, 
and it has been exercised in denying issuance and sale to hold- 
ing companies. Possibly some further details of regulation 
can be worked out on this phase of the subject to relieve 
apprehension. 

Indiscriminate efforts to extend regulatory powers, without 
distinguishing between properties affected with a public in- 
terest and those which are not, and without a clear understand- 
ing of corporate relationships which must be respected, are 
likely to result only in an increased number of reports, prolific 
accounting requirements and attempted enforcement of orders 
without jurisdiction, which will be burdensome to the com- 
panies and valueless to the commissions. Application of the 
principles stated in the decisions here reviewed to the method 
of corporate structure and its administration, to the making and 
carrying out of contracts and to the conduct of all affairs be- 
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tween holding companies and subsidiaries may serve to clarify 
the situation. 

To present the results of a minute examination of all court 
decisions and economic factors bearing on the subject has not 
been possible in this discussion. Sufficient probably has been 
stated to show the broad extent of present provisions for regu- 
lation of operating companies and to indicate false trends of 
some of the recent decisions on which are based unsound 
recommendations for regulation of holding companies. The 
decisions reviewed show that many of the questions about 
which confused thought exists have been settled. On the 
basis of these principles it does not seem an impossible task to 
determine methods which will accomplish the desired result 
—protection of the public interest without curtailing the 
effectiveness of the public service. 
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STATE CONTROL OF INTERSTATE POWER 
TRANSMISSION—THE DOCTRINE OF 
CONGRESSIONAL PERMISSION 


NOEL T. DOWLING 
Professor of Law, School of Law, Columbia University 


Y part in this discussion has to do with the constitutional 
aspects of power control—not those relating to due 
process, but those concerning the commerce clause and 

im bearing upon state regulation. Mr. Goldberg has dis- 

cussed the interstate problem and has expressed a positive view 

against congressional action in the interstate area.* It is not 
my purpose to debate the issue of policy as between federal 
and state control. On the contrary, what I have to say rests 
upon an assumption (and it is nothing but an assumption) that 
as a matter of policy the states should control the industry. 

There then arises the question what the Congress can do to 

enable the states to exercise a full and effective control, even 

where interstate commerce is involved. What I have to say on 

this question is by way of introduction to and summary of a 

paper prepared by Mr. William C. Scott,’ indicating some- 

thing of the results of a study in progress in the School of 

Law of Columbia University on the general subject of “ State 

and Federal Control of Power Transmission as Affected by the 

Interstate Commerce Clause”. Three phases of the matter 

should be considered : 


I. The Extent of Interstate Transmission of Power. 


In 1926 interstate transmission amounted to over six billion 
kilowatt-hours, or 9.06 per cent of the total power generated 
in the United States. In 1928 it had increased to almost nine 
billion kilowatt-hours, representing 10.7 per cent of the total. 
From 1926 to 1928 the total production of power increased 
some fifteen billion kilowatt-hours, and almost a fifth of this 


1Cf. supra, pp. 101-107. 
2 Cf. infra, pp. 135-56. 
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increase was represented by power transmitted across state 
boundaries. The Federal Trade Commission at the request 
of the Senate is now engaged in compiling figures for 1929, 
and in a preliminary report records a further great increase 
for that year. From the standpoint of extent, then, interstate 
transmission is of substantial importance. 


II. The Present Legal Status of Interstate Transmission. 


Transmission in wholesale quantities has been declared by 
the Supreme Court in the Attleboro case (this case and others 
presently to be mentioned will be cited and discussed in Mr. 
Scott’s paper*) to be interstate commerce national in char- 
acter and beyond the regulatory power of the states, even in 
the absence of congressional action. Retail transmission and 
distribution, on the other hand, still remain, under the 
authority of the Pennsylvania Gas case, subject to state juris- 
diction until Congress acts. Consequently, at least in so far 
as wholesale interstate transmission is concerned, Congress.not 
having occupied the field and the states being unable: to 
occupy it, there is at present an uncontrolled area. Mr. 
Scott’s paper does not indicate and I am unable to say whether 
this area is in fact altogether unregulated ; for it may be that 
the utilities acquiesce in state regulation which they could 
successfully resist. Such acquiescence would not be surprising 
if it appeared that the utilities are generally opposed to 
federal control. It is not clear just how much of an admin- 
istrative problem has been raised as a result of the decision in 
the Attleboro case. But the constitutional problem remains 
none the less. Hence we come to the question, whether there 
is anything Congress can do to unable the states to reach, even 
against resistance by the utilities, such phases of the business 
as that illustrated in the Attleboro case. 


III. The Doctrine of Congressional Permission for State 
A ction. 

The answer to the question just stated is to be found in a 
doctrine of great constitutional significance developed by the 
Supreme Court in the interpretation of the commerce clause. 
Eighty years ago the court announced a division of interstate 


1Cf. infra, pp. 138-30. 
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commerce into two categories: the first, national in character 
and requiring uniformity of regulation, over which the power 
of the states is inoperative even in the absence of legislation by 
Congress; and the second, local in character, over which the 
states may exercise authority until Congress acts. It is with 
the former that we are concerned. There the court says that 
when Congress does not act it indicates by its silence that such 
commerce shall remain free from state control. The implica- 
tion is that Congress can break its silence and affirmatively 
express its will that such commerce be subject to control by the 
states. This is precisely what Congress has done in the 
Wilson and Webb-Kenyon acts, relating to the interstate trans- 
portation of intoxicating liquors; and both of these have been 
sustained by the Supreme Court. Nor has congressional per- 
mission of this character been restricted to liquors. As Mr. 
Scott shows, it has been given in different forms and in respect 
of different subjects from 1790 to the present day. 

This doctrine of congressional permission runs about as 
follows. The states possess their “ police power”. But the 
states cannot use it to regulate interstate commerce national in 
character ; for the commerce power of the Congress is superior 
and Congress, by its silence, forbids the states to act. How- 
ever, by affirmative legislation Congress can overcome this 
implication, and permit the states to exert their power. So, 
with the assumption that state regulation is preferable to 
federal, the cases indicate that Congress can remove the com- 
merce clause obstacles standing at present in the way of 
complete control by the states. 
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STATE AND FEDERAL CONTROL OF POWER 
TRANSMISSION AS AFFECTED BY THE 
INTERSTATE COMMERCE CLAUSE 


WILLIAM CAMPBELL SCOTT 


Research Fellow, School of Law, Columbia University 


I 


NTERSTATE transmission of power is now an important 
phase of the industry, and it presents one of the chief 
problems to be dealt with in effecting adequate public 

control. A few statistics will suffice to show the amount and 


relative importance of this new and indispensable “ interstate 


commerce”’.* 


The first comprehensive survey of the interstate transmission 
of power was made under the auspices of the Harvard School 
of Business Administration.* The figures compiled were for 
1926, and the material was gathered through questionnaires 
sent out to the various power companies. It is shown that for 
1926 the total power generated in the United States was 
68,145,217,000 kilowatt-hours. Of this amount the total 
quantity transmitted across state lines aggregated 6,171,530,- 
837 kilowatt-hours, exclusive of power crossing the Canadian 
and Mexican borders. Thus the power transmitted across 
state boundaries amounted to 9.06 per cent of the total power 
generated—a rather small percentage when considered rela- 
tively, but by no means so in the absolute. Also, it should 
be noted that in this survey it was not found feasible to obtain 
figures showing the power entering interstate transmission by 


1 Interstate transmission of electric power was specifically held to be “ inter- 
state commerce” within the meaning of the commerce clause of the Con- 
stitution by the U. S. Supreme Court in Public Utilities Commission of Rhode 
Island v. Attleboro Steam and Electric Co., 273 U. S. 83 (1927). 


2 Interstate Transmission of Power by Electric Light and Power Companies 
in 1926, Bulletin No. 68, Bureau of Business Research, Harvard University, 
1927. 
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means of railroads, street railways, industrial enterprises, and 
the United States government. 

In 1926 about half (twenty-five) of the states exported 
between .0o1 and 10 per cent of the electric power generated 
within their borders, and six exported no energy whatsoever. 
Of the remaining states, however, twelve exported between I0 
and 20 per cent, and five from 20 to 50 per cent, while Idaho 
and Vermont exported 63 and 92 per cent respectively. 

The import figures are equally impressive. Twenty-five 
states imported between .oo1 and 10 per cent of the power 
generated within their borders. Four imported no power 
whatever. But of the other states eight imported from Io to 
20 per cent, and four from 20 to 30 per cent, while Maryland 
imported 74.7 per cent and Mississippi 98.1 per cent. Three 
states, Missouri, Utah and Nevada, imported more power than 
they themselves generated.* 

No figures on interstate transmission were compiled for the 
year 1927, and the next survey we have is for 1928.” A 
remarkable growth in interstate transmission during the inter- 
vening two years is shown. The survey for 1928 is modeled 
along precisely the same lines as that for 1926, and conse- 
quently there is a good basis for a comparison of figures.* 

During 1928 the country’s total consumption * of electricity 
reached 83,147,000,000 kilowatt-hours, exclusive of energy 
imported from Canada. Of this, 8,920,000,000 kilowatt- 
hours, or 10.7 per cent, represented interstate transmission. 
Thus, in two years the percentage of interstate transmission 
rose over I percent. This of itself does not seem impressive, 
but when analyzed further the increase is really of important 
dimensions. In the first place, the mere fact that over eight 
billion kilowatt-hours passed over state lines in 1928 marks 


1 Also see Mosher, Electrical Utilities (1929), pp. 130, 131. 

2 Interstate Transfer of Electric Power in 1928, Statistical Bulletin No. 4, 
National Electric Light Association, 1929. 

* The tables of statistics are followed, and the interstate transmission by 


means of railroads, street railways, industrial enterprises, and the U. S. 
government is likewise omitted. 


‘It will be noticed that in the 1928 survey the basis of computation is 
“consumption” of power, while in that of 1926 the basis is “ generation”. 
However, in the former the terms are used interchangeably, so the difference 
seems to be unimportant. 
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this phase of electric power as a major industry in itself. In 
the second place, of the increase in all power transmission from 
1926 to 1928, the interstate part represents almost 17 per 
cent. It is also significant to note the increase in the number 
of interstate power lines. In 1928 there were listed 510 such 
lines. Compared with the figure for 1924 this represents an 
increase of 45 per cent.” 

And now the Federal Trade Commission, in response to a 
resolution recently passed by the Senate,* is engaged in the 
compilation of interstate power figures for the year 1929. In 
a preliminary report to the Senate* the Commission reports 
that a very considerable increase in interstate transmission was 
recorded during the past year, in comparison with the figures 
for 1928. It is implied that the growth for 1929 is much 
greater than that for any previous year, although no definite 
figures have yet been submitted. 

It can readily be seen from the foregoing statistics, that 
interstate transfer of power has assumed major proportions. 
And its future growth will be even more rapid, with the 
rising demand and the increased facilities for high-tension 
transmission. 


II 


Control by the states of this newest form of interstate com- 
merce has been restricted, and the situation thus created will 
be found to leave a gap in the regulation of one of the most 
important of the public utility enterprises. 

Control over a public utility usually centers in the regulation 
of rates. Accordingly, we may ask ourselves how far the 
fact that the power is transmitted across state lines limits the 
authority of the states to regulate the rates. Roughly speaking, 
interstate transmission falls into two categories. One is what 
we might call wholesale transmission; in this case the power 
is transmitted by a generating company across state lines to a 

Total consumption of power during this period increased about 


15,000,000,000 kilowatt-hours, while interstate transmission increased 
2,500,000,000 kilowatt-hours. 


2 See Mosher, of. cit., p. 131. 
* Senate Resolution 151, 71st Congress, First Session. 


* Interim Report on Interstate Movement of Electric Power, Federal Trade 
Commission, submitted March 10, 1930. 
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distributing company, which in turn sells to the consumer. 
Such transmission is naturally in wholesale quantities. The 
other might be called retail transmission. Under this classi- 
fication we have transmission by a generating or distributing 
company in one state directly to consumers in another state. 

State authority to regulate rates of wholesale interstate 
transmission of power has been definitely nullified by the 
Supreme Court of the United States in a case which squarely 
presented the question.. The Narragansett Company, a 
Rhode Island corporation, manufactured electric power at its 
plant in Providence and sold a part of it under contract to the 
Attleboro Company, a Massachusetts corporation, which was 
a distributing company, selling the current thus obtained to 
its own customers in Massachusetts. Delivery of the power 
was made at the state line. The Narragansett Company 
applied to the Rhode Island Public Service Commission for an 
increase in rates of such a nature as to be applicable only to 
the power sold to the Attleboro Company. The commission 
allowed the increase, but the Supreme Court of Rhode Island 
reversed the order. The case went up to the United States 
Supreme Court on writ of certiorari. There it was held that 
the State of Rhode Island had no jurisdiction over the rates 
charged to the Attleboro Company, since such a regulation 
would have the effect of placing ‘a direct burden on inter- 
state commerce”. 


The order . . . is not . . . a regulation of the rates charged to local 
consumers, having merely an incidental effect upon interstate commerce, 
but is a regulation of the rates charged by the Narragansett Company 
for the interstate service to the Attleboro Company, which places a 
direct burden upon interstate commerce. Being the imposition of a 
direct burden upon interstate commerce, from which the state is re- 
restrained by the force of the commerce clause, it must necessarily fall, 
regardless of its purpose.? 


There can be no doubt that this decision has placed regulation 
of wholesale transmission as to rates entirely beyond the juris- 
diction of the states. 

As to retail transmission the result has been different. 


' Public Utilities Commission of Rhode Island v. Attleboro Steam and 
Electric Co., 273 U. S. 83, 47 Sup. Ct. 204 (1927). 


2 Quoted from majority opinion, per Justice Sanford. 
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Although there is no Supreme Court case which has considered 
such transmission with reference to electric power, there has 
nevertheless been a ruling upon it as applied to natural gas, 
which the Supreme Court evidently deems analogous to power 
in such a situation." In Pennsylvania Gas Co. v. Public Ser- 
vice Commission of New York,? the United States Supreme 
Court had before it the question of the validity of an order by 
the New York Public Service Commission directing the 
Pennsylvania Gas Company to reduce its rates to consumers. 
The gas company was a Pennsylvania corporation, and was 
engaged in transporting gas through pipe lines from its source 
in Pennsylvania over the state line into New York, there to 
sell it directly to local consumers. The jurisdiction of the 
New York commission was upheld, the court saying, in part: 


The thing which the state Commission has undertaken to regulate, 
while part of interstate transmission, is local in its nature, and pertains 
to the furnishing of natural gas to consumers within the city of James- 
town, in the state of New York. . . . The service is similar to that of a 
local plant furnishing gas to consumers in a city. 

This local service is not of that character which requires general or 
uniform regulation of rates by Congressional action, and which has 
always been held beyond the power of the states, although Congress has 
not legislated on the subject. While the manner in which the business 
is conducted is part of interstate commerce, its regulation in the dis- 
tribution of gas to local consumers is required in the public interest, and 
has not been attempted under the superior authority of Congress. 


The Attleboro and Pennsylvania Gas Company cases pretty 
squarely indicate the present situation in regard to state 
control. By virtue of the former wholesale interstate trans- 
mission and distribution are declared to be beyond the reach 
of state regulatory agencies, even though Congress has left 
the field unregulated. On the other hand, the latter case 
indicates that the states are free to exercise jurisdiction over 
interstate retail transmission so long as Congress chooses to 
leave the matter in their hands. Thus there is a gap in the 


1 The court in its decision in the Attleboro case (cf. p. 138, note 1) based its 
decision squarely on Missouri v. Kansas Natural Gas Co., 265 U. S. 208 
(1924), a case involving the transmission of natural gas under the same 
<ircumstances. 

2252 U. S. 23, 64 L. Ed. 434 (1920). 
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field of regulation, which leaves a section of interstate trans- 
mission free from any direct interference. 

As to the actual extent and importance of the administra- 
tive and economic problems raised by the existence of this gap 
we are not prepared to be dogmatic. We are told that the 
amount of wholesale interstate transmission is at present 
negligible.» It might be that power companies engaged in 
interstate business would not raise technical objections to state 
jurisdiction, in order to minimize conflicts over regulation 
with their attendant unfavorable reaction on the public. How- 
ever, the decision in the Attleboro case is of recent date.” 

But aside from economic and administrative problems, the 
constitutional questions relative to the regulation of interstate 
transmission remain, and it is with that phase that we are here 
concerned. The fact is that federal control as a matter of 
policy has been advocated by some authorities,* and a bill to 
establish such control is even now before the United States 
Senate.* It appears that the existence of the gap in regulation 
which we have described is at least relied upon as one of the 
arguments to show the advisability of some form of federal 
control.° In addition, the alleged breakdown of the present 
form of national control under the Federal Water Power <Acct,° 
which control is at best very limited in scope,’ has been urged 
as necessitating a complete reorganization and extension of 
federal regulation.*® 


To advocates of national control of all interstate trans- 


1 See Interstate Transfer of Power in 1928. It is there stated that whole- 


sale interstate transmission of power constitutes only 4.1 per cent of total 
transmission. 


2 The case was decided in 1927. 
8 See Mosher, op. cit., ch. iv, “ Control of Interstate Transmission.” 


* Senate Bill No. 6, 71st Congress, First Session, introduced by Senator 
Couzens, and popularly referred to as the Couzens Bill. 
5 Mosher, loc. cit. 


641 U. S. Stat. at L. 1063 (1920). 


7 Control is restricted to federal licensees conducting hydroelectric power 
projects on navigable rivers. 

In recent hearings before the Senate Interstate Commerce Committee 
testimony has been given to the effect that regulation under the Federal 
Water Power Act has completely failed. 
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mission the constitutional path is fairly clear. There can be 
no doubt that Congress, in the exercise of its superior power 
under the commerce clause of the Constitution, can step in 
and subject the whole field to detailed federal regulation. 
Although the Couzens Bill* does not fully deprive the states 
of their jurisdiction over the interstate phases of the power 
industry,? its ultimate object is the establishment of superior 
federal control. 

However, federal control as a policy seems to be far from 
popular, and against it serious objections have been raised. 
President Hoover himself has gone on record as opposing any 
plan which has as its object the defeat or curtailment of local 
control,’ and many other experts apparently join in the view.‘ 
Just how extensive this attitude is, remains a question to be 
determined in the future. 

In the event that opinion hostile to national control of 
interstate transmission prevails, the question arises as to 
whether there is any way in which Congress can legally place 
all such transmission within the jurisdiction of the states, and 
thereby fill in the gap which now exists. In other words, 
leaving out of consideration such plans as the creation of 
interstate compacts or the direct utilization of state agencies 
by the federal government,* can Congress, consistently with 


1Cf. supra, p. 140, note 6. 


2 Par. h of the Bill provides in part: “ Notwithstanding the foregoing pro- 
visions . . . nothing therein shall be construed to abridge the jurisdiction 
or authority of any state to regulate, to the same extent as if this Act had 
not been passed, the rates and charges for the sale to consumers within the 
state of any power transmitted in interstate commerce ... unless a sub- 
stantial number of the consumers of such power... file with the com- 
mission a petition requesting Federal regulation. . . . ” 

* See address before the National Association of Railroad and Utilities 
Commissioners in 1925, Proceedings, pp. 262-271. 


* See report of the resolution unanimously adopted by the National Asso- 
ciation of Railroad and Utilities Commissioners at their annual meeting, 1929, 
in which the Couzens Bill was condemned. Also see Gray, “ The Dilemma 


of Giant Power Regulation”, Annals of American Academy of Political 
and Social Science, vol. 129, p. 114. 


* For a discussion of these plans the reader should consult Mosher, loc. cit.; 
Gray, loc. cit.; and Anderson, “State Commissions as Regional Federal 
Commissions”, National Association of Railroad and Utilities Commis- 
sioners, Proceedings, 1920, pp. 32-42. 
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the Constitution, pass legislation which would operate to 
permit the states to regulate interstate transmission, whether 
it be wholesale or retail? Such legislation would naturally be 
designed to overcome the effect of the decision in the Attleboro 
case. 

It is not our object to criticize the policy of legislation of 
this type, since we are not concerned here with the economic 
soundness or administrative effectiveness of the plan. Such 
considerations must be determined by those best acquainted 
with the facts, namely, technical and administrative experts. 
What we do propose to do is to examine what we might term 
the constitutional basis for such legislation. Could the 
Supreme Court be looked to, in the final analysis, to uphold it? 


III 


The type of legislation suggested goes upon the theory that 
even though the United States Supreme Court has held a 
portion of the power which is transmitted across state lines 
to be beyond the jurisdiction of the states even in the absence 
of Congressional regulation, it is nevertheless possible for 
Congress by positive action to permit reasonable state regula- 
tory laws to apply to such power. May Congress accomplish 
this purpose under the proper exercise of its constitutional 
power over interstate commerce? In order to answer such a 
query satisfactorily it is necessary to go into the judicial inter- 
pretation of the commerce clause, together with the history of 
similar legislation on the part of Congress. 

The Constitution’ confers upon Congress the power to 
regulate commerce “among the several states”, but is not in 
terms specific, and does not deny the states power over the 
same subject matter. Consequently it has been left to the 
Supreme Court to define the respective spheres of the states 
and nation. Quite wisely, the court has not attempted to lay 
down any general, all-inclusive rules, but has “ pricked out” 
its lines of demarcation as they appear to be demanded by the 
particular cases. 

The commerce clause first came up for interpretation in the 
famous case of Gibbons v. Ogden,’ which involved the power 

1 Article I, Sec. 8, cl. 3. 

29 Wheat. 1, 6 L. Ed. 23 (1824). 
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of New York State to grant an exclusive navigation privilege 
between New York and New Jersey, and so exclude com- 
petitive navigation under a federal coasting license. Chief 
Justice Marshall, for the court, held that the power to regulate 
interstate commerce was vested in Congress by the Consti- 
tution, and that state provisions must give way before the 
superic: power exerted in the federal act. However, he 
specifically refused to rule on the question as to whether the 
power to regulate interstate commerce is by the states “sur- 
rendered by the mere grant to Congress, or is retained until 
Congress has exercised the power.” He said further, “We 
may dismiss that inquiry because it [the regulatory power] 
has been exercised, and the regulations which Congress 
deemed proper to make are now in full operation.” It is well 
to bear this part of Marshall’s opinion in mind whenever 
Gibbons v. Ogden is cited, as it sometimes is, for the propo- 
sition that the power of Congress to regulate interstate 
commerce is plenary and exclusive. The case does not lay 
down any such doctrine. 

In another case,* again decided by Marshall, the court 
further elaborated its opinion. The State of Delaware had 
authorized the damming up of a navigable stream for the 
purpose of draining a swamp and thereby improving the 
health of the community. The constitutionality of such an 
action was attacked under the commerce clause, since there 
could be no question that the dam entirely prohibited all 
interstate commerce by means of the stream. In upholding 
the right of Delaware to authorize the construction of the 
dam, Marshall relied upon his statement in Gibbons v. Ogden 
that “the same measures, or measures scarcely distinguishable 
from each other, may flow from distinct powers.” In other 
words, the action of the State of Delaware was a valid police 
power measure, as the power to take such action had been 
reserved to the states by the Constitution. In the absence of 
federal regulation of the same subject matter under the com- 
merce clause, there was nothing to prohibit a state from 
protecting the health of its inhabitants, even though by so 
doing it seriously affected a navigable river. In other words, 
States may exercise their police power to the extent of seriously 


‘Willson v. Blackbird Creek Marsh Co., 2 Pet. 245, 7 L. Ed. 412 (18209). 
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interfering with interstate commerce so long as Congress 
remains silent. 

The next case to elaborate the commerce clause, and perhaps 
one of the most important decisions in the long history of inter- 
state commerce, was Cooley v. Board of Port Wardens.’ A 
Pennsylvania statute required all vessels to receive pilots for 
entering or leaving the port of Philadelphia, and those which 
did not were required to pay a certain fee in lieu thereof. An 
act of Congress in force at the time declared that all pilots in 
bays, inlets, rivers and harbors of the United States should be 
regulated in conformity with the laws of the states in which 
such pilots might be. It was vigorously contended that the 
Pennsylvania statute was a regulation of interstate commerce 
and a usurpation of a power exclusively confided to Congress 
by the Constitution. But the court, speaking through Justice 
Curtiss, denied that there was any usurpation, and in arriving 
at its conclusion made a distinction which has had a most 
profound effect upon subsequent judicial interpretation of the 
commerce clause. In upholding the Philadelphia statute the 
court said: 


Either absolutely to affirm or deny that the nature of this power 
requires exclusive legislation by Congress is to lose sight of the nature 
of the subjects of the power, and to assert concerning all of them 
what is really applicable but to a part. Whatever subjects of this 
power are in their nature national, or admit only of one uniform system, 
or plan of regulation, may justly be said to require exclusive legislation 
by Congress. That this cannot be affirmed for laws for the regulation 
of pilots and pilotage is plain. The act of 1789 contains a clear and 
authoritative declaration by the first Congress that the nature of this 
subject is such that until Congress should find it necessary to exert its 
power, it should be left to the legislation of the states; that it is local and 
not national ; that it is likely to be best provided for, not by one system, 
or plan of regulation, but by as many as the legislatures of the several 
states should deem applicable to the local peculiarities of the ports 
within their limits.? 


The principle thus enunciated divides the subjects of inter- 
state commerce into two classes, namely, those national in 
character which require “exclusive legislation by Congress”, 
and those by their nature local, permitting of a diversity of 


1 12 How. 299 (1851). 
? Italics ours. 
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regulation. This latter class is subject to the power of the 
states, certainly in the absence of Congressional action. We 
are concerned here with the first class, for wholesale power 
transmission was placed by the Attleboro case* in the category 
of subjects national in character. Retail transmission, falling 
in the class denominated local,’ remains subject to the juris- 
diction of the states without any positive action by Congress. 

What was really held in Cooley v. Board? Certainly that 
matters pertaining to pilots were local in nature and could be 
regulated by the states. But the question which is important 
here is the determination of the criterion by which the court 
adjudged them to be local. Was it because the Supreme 
Court deemed such matters inherently local, or because Con- 
gress had made a “clear and authoritative declaration” to 
that effect by the passage of the act of 1789? Stating the 
question another way, did the court hold that subjects of 
interstate commerce are exclusively within the jurisdiction of 
Congress by force of the Constitution itself, or did it hold that 
Congress might be the arbiter, and decide the question by its 
own authority? Cooley v. Board gives no definite answer to 
such a question, and the language of Justice Curtiss contains 
intimations which can be interpreted either way. In the 
excerpt from his opinion quoted above he appears to attach 
much significance to the “clear and authoritative” declara- 
tion of Congress to the effect that pilotage was a local matter. 
But he controverts this view when he says: 


‘ 


If Congress were now to pass a law adopting the existing state laws 
enacted without authority, it would seem to us to be a new and ques- 
tionable mode of legislation. If the grant of commercial power in the 
Constitution has deprived the states of all power to legislate for the 
regulation of pilots, if their laws on this subject are mere usurpations 
upon the exclusive power of the general government, it may be doubted 
whether Congress could, with propriety, recognize them as laws, and 
adopt them as its own acts... . 


From this it would seem that the court viewed the question 
of whether subjects of interstate commerce are “national” or 
“local” in nature as one determined solely by the Constitu- 


1 Cf. supra, p. 138, note 1. 
2 Pennsylvania Gas Co. v. Public Service Comm. of N. Y., supra, p. 130. 
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tion, interpreted, of course, by the court. This of itself would 
exclude any power on the part of Congress to determine the 
question. 

However, in considering the case of Cooley v. Board we 
must bear in mind the following: (1) that the Supreme Court 
did not definitely commit itself on the question as to whether 
Congress could determine whether a subject of interstate com- 
merce is or is not national or local; (2) that the regulation 
which the court had before it was one upon which Congress 
had spoken, and that this spoken will was not overturned by 
the court; (3) that the court set at rest the contention, based 
upon a misinterpretation of Gibbons v. Ogden, that the Con- 
stitution denied to the states all power over the subjects of 
interstate commerce. 

Naturally the question as to the power of the states over 
subjects “national” in scope arose when Congress itself had 
attempted no positive regulation, and therefore had, judicially 
speaking, remained “silent”. In both Gibbons v. Ogden and 
Cooley v. Board Congress had expressed its views as to the 
nature of the subjects regulated. But in cases where there 
has been no federal legislation to guide the court the question 
is more difficult. And it is in the cases of this nature that 
we are given rather definite clues as to the Supreme Court’s 
position. 

Now, as we have said, if the states are, by the mere positive 
force of the commerce clause, excluded from exercising any 
regulatory authority over interstate commerce “ national” in 
scope and requiring uniform regulation, the action which 
Congress takes is of no significance. The fact that it remains 
“silent” obviously should not affect the question. But the 
court in such cases seems to draw a most extraordinary infer- 
ence from this “silence” on the part of Congress, namely, 
“that where the power of Congress to regulate is exclusive 
[subjects national in character] the failure of Congress to 
make express regulations indicates its will that the subject 
shall be left free from any restrictions or impositions, and any 
regulation of the subject by the states, except in matters of 
local concern only, as hereafter mentioned, is repugnant to 
such freedom.”* This doctrine seems first to have been 


1 Robbins v. Shelby County Taxing District, 120 U. S. 489 (1887). 
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expressed by Justice Field in Welton v. Missouri. There, in 
holding invalid a Missouri tax on vendors of foreign-made 
goods, he observed in part: “Its [Congress’s] inaction on this 
subject . . . is equivalent to a declaration that the interstate 
commerce shall be free and untrammelled.” Such a view has 
been reiterated and elaborated in many subsequent cases.’ 

This evident significance attached to the “silence” of Con- 
gress is weighty evidence that the Supreme Court takes the 
“will” of Congress as the criterion for determining the 
validity of state regulation. It is certainly incompatible with 
the view that the Constitution itself restrains the states from 
regulating subjects which the court thinks require uniformity 
of regulation and are therefore “national” in character. For 
if the Constitution does so operate, why talk about the “silence” 
of Congress at all? And surely if the court professes to be 
bound by the “ will” of Congress implied from its silenee, 
it cannot logically fail to follow that same “will” when 
expressed by positive legislation, even though such legislation 
might violate what the court itself believed to be sound policy. 
But let us pass on to cases which show what the court has done 
when Congress did express its “ will” in the matter. 

During the latter part of the nineteenth century there were 
several states which had adopted local prohibition, and these 
states were faced with the problem of protecting themselves 
from the influx of intoxicating liquor through the channels 
of interstate commerce. Iowa sought to stem the tide by 
prohibiting carriers from bringing intoxicating liquors into 
the state for consignees not duly authorized to receive the 
same. This act received a judicial clubbing in the case of 
Bowman v. Chicago N. W. Ry. Co.* The court admitted that 
the statute had been passed under the police power of the state, 
but it held such matters.as the interstate transportation of 


1o1 U.S. 275 (1875). 


2 Hall v. DeCuir, 95 U. S. 484 (1877); County of Mobile v. Kimball, 
102 U. S. 691 (1881) ; Escanaba Co. v. Chicago, 107 U. S. 678 (1882); 
Covington Bridge Co. v. Kentucky, 154 U. S. 204 (1804); Missouri v. 
Kansas Natural Gas Co., 265 U. S. 208 (1924); West v. Kansas Natural 
Gas Co., 221 U. S. 229 (1911). See also an article by Biklé, “ The Silence 
of Congress,” 41 Harv. L. Rev. 200 (1928). 

125 U.S. 465 (1888). 
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liquot to be national in character and to demand uniformity of 
regulation. The act was therefore declared to be of no effect. 

Following close upon the Bowman case came Leisy v. 
Hardin,’ which held the officials of Iowa to be powerless to 
s¢ize shipments of intoxicating liquors from other states while 
still in the original packages.” The principle of the Bowman 
case was reiterated, namely, that interstate commerce in liquor 
was national in character, demanding uniformity of regu- 
lation, and therefore beyond the jurisdiction of the states. 
Furthermore, the court held sale in the original package to be 
essentially a part of interstate commerce. 

' But Leisy v. Hardin is more important for another reason. 
Chief Justice Fuller, writing for the court, felt called upon to 
go fully into the nature of the power to regulate commerce 
as distributed between the nation and the states. The Iowa 
statute, he reasoned, was passed in the exercise of the police 
power, but it was inapplicable because of the will of Congress 
implied from its silence. And he continued: “ Yet a subject 
matter which has been confided exclusively to Congress by 
the Constitution is not within the jurisdiction of the police 
power of the state, unless placed there by congressional 
action.” * 

He could hardly have made the court’s position plainer. 
Subjects of a national character are beyond the scope of state 
police power unless placed therein by congressional action! 
The prohibition forces were not slow in taking the suggestion 
of the court, as will later be seen. 

‘So far as the actual decision in Leisy v. Hardin went, there 
can be no doubt that the court considered interstate shipments 
of liquor as requiring uniformity of regulation, and not 
susceptible to regulatory authority of the states. In this 
respect it is similar to the decision in the Attleboro case,‘ 
which announced the same rule in reference to wholesale 
interstate transmission and distribution of power. 

In 1890 Congress passed the Wilson Act,® which had as its 


1135 U.S. 100 (1890). 


2The “original package” doctrine was first enunciated in Brown v. 
Maryland, 12 Wheat. 419 (1827). 


* Italics ours. 
Cf. supra, p. 138. 
5 26 Stat. at L. 313 (1890). 
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object the abrogation of the rule announced in the Leisy case, 
It was based squarely upon the theory of Congressional per- 
mission. It provided: 


That all fermented, distilled, or other intoxicating liquors or liquids 
transported into any state or territory and remaining therein for: use, 
consumption, sale or storage therein, shall upon arrival in such state 
or territory, be subject to the operation and effect of the laws of: such 
state or territory enacted in the exercise of its police powers, to the 
same extent and in the same manner as though such liquors or liquids 
had been produced in such state or territory, and shall not be exempt 
therefrom by reason of being introduced therein in original packages 
or otherwise. 


The statute simply operated to permit the states to get at 
interstate shipments of liquor one step earlier than they other- 
wise could under the Leisy case. 

The constitutionality of the Wilson Act was put squarely 
before the Supreme Court in the case of /n re Rahrer.* The 
main difficulty which had to be overcome was the apparent 
delegation of authority to the states to regulate interstate 
commerce which the court had held to be national in character. 
But Chief Justice Fuller, again writing for the court, upheld 
the act by the following reasoning: Without question Iowa 
might seize shipments of intoxicating liquor in so far as such 
action did not conflict with the commerce power of Congress 
under the Constitution. The decision in Leisy v. Hardin® did 
not really nullify the law involved there, but merely rendered 
it inoperative as to property not within the jurisdiction of the 
state. But Congress, as a part of its power to regulate inter- 
state commerce, has the right to declare when imported prop- 
erty falls within the jurisdiction of a state. When it does so, 
state jurisdiction attaches “not by virtue of the law of Con- 
gress, but because the effect of the latter was to place the 
property where jurisdiction could attach.” The state thus 
had no more power than it originally had. The Wilson Act 
merely removed the bar to the exercise of a reserved power. 
This bar was not imposed by the Constitution, but by the 
“implied exercise of a power exclusively confided to the 
national government.” The logical result of the doctrine of 


140 U. S. 545 (1891). 
2 Cf. supra, p. 148, note 1. 
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implying the “will” of Congress, and making it the basis of 
a rule is seen from the following words of the Chief Justice: 


The differences of opinion which have existed in this tribunal in 
many leading cases upon this subject have arisen, not from a denial 
of the power of Congress, when exercised, but upon the question 
whether the inaction of Congress was in itself equivalent to the affirma- 
tive interposition of a bar to the operation of an undisputed power 
possessed by the states. 

We recall no decision giving color to the idea that when Congress 
acted its action would be less potent than when it kept silent. 


Due to the fact that the decision of the Supreme Court in 
Rhodes v. Iowa’ construed the Wilson Act in such a way as to 
deprive it of much of its practical effectiveness, the dry forces 
were driven to seek for other federal legislation, and the 
fruition of their efforts was the so-called Webb-Kenyon Act* 
passed over a presidential veto in 1913. The main provisions 
of this act were as follows: 


An Act divesting intoxicating liquors of their interstate character 
in certain cases. 

. .. That the shipment or transportation, in any manner or by any 
means whatsoever, of any spirituous, vinous, malted, fermented, or other 
intoxicating liquor of any kind, from one State, Territory, or District 
of the United States, . . . into any other State, Territory, or District 
of the United States ... which said ... liquor is intended, by any 
person interested therein, to be received, possessed, sold, or in any 
manner used, either in the original package or otherwise, in violation 
of any law of such State, Territory, or District of the United States 

. is hereby prohibited. 


The wording of this act, as can be readily seen, differs from 
that of the Wilson Law. Except for the title and for the 
fact that no penalties are provided for breach, the Webb- 
Kenyon Law would seem to be mere Congressional prohibition 
conditioned upon state laws.* 


1 Italics ours. 


2170 U. S. 412 (1898). This case construed the word “ arrival” to mean 
atrival to the consignee. 

5 37 Stat. at L. 699-700 (1913). 

* An article by N. T. Dowling and F. M. Hubbard entitled “ Divesting an 
Article of Its Interstate Character”, 5 Minn. L. Rev. 100, 253, gives a clear 
and critical account of the debates in Congress, and the probable intent of 
that body. 
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The constitutional test came in the case of Clark Distilling 
Co. v. Western Maryland Ry. Company.’ The facts of the 
case, which are not important here, involved directly the 
federal legislation, but the court went on and also discussed 
the constitutionality of the state prohibition law. The dictum 
in this respect was upheld later in Seaboard Air Line Ry. v. 
North Carolina,’ so we may regard it as authoritative. 

Although the reasoning of the opinion in the Clark case 
is rather confused, it is sufficiently plain to leave no doubt as 
to the attitude of the court. What may be called the primary 
reasoning is very simple. It is merely this: The Lottery 
cases* and Hoke v. United States * show, by analogy, that 
Congress, under the commerce clause, has the power to pro- 
hibit the interstate transportation of liquor altogether. The 
Webb-Kenyon Act does less than this, for it only prohibits 
such traffic in certain instances. Thus, upon the principle that 
the whole must contain its parts, the act should be sustained as 
a valid regulation of commerce. And upon the principle of 
In re Rahrer® it would operate to place liquor within state 
jurisdiction as soon as it crossed the border. 

The chief difficulty with the case, and with any case involv- 
ing Congressional permission, is the question of the delegation 
of power by Congress to the states to regulate interstate com- 
merce. Can it be said that Congress, in permitting the states 
to regulate interstate shipments of liquor, or, as in our problem, 
wholesale interstate transmission of power, is actually dele- 
gating its authority in contravention of the Constitution? 
Chief Justice White answered the whole question by the follow- 
ing reasoning: 


The argument upon the delegation to the states rests upon a mere 
misconception. It is true the regulation which the Webb-Kenyon Act 
contains permits state prohibitions to apply to movements of liquor 
from one state to another, but the will which causes the prohibitions 
to be applicable is that of Congress, since the applications of state 
prohibitions would cease the instant the act of Congress ceased to apply. 


1242 U. S. 311 (1917). 
* 245 U. S. 208 (1917). 
3188 U. S. 321 (1903). 
‘ 227 U. S. 308 (1913). 
5 Cf. supra, p. 149, note 1. 
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However, it is submitted that the Chief Justice himself failed 
to consider fully the problem dealt with in the passage quoted. 
The problem of the delegation of power in such legislation 
really involves two distinct questions. The first, and the dne 
he evidently had in mind, is the question as to whether Con- 
gress, by the passage of permissive legislation, is actually regu- 
lating commerce, or is merely passing the buck to the states, so 
to speak. As to this point, the argument of the Chief Justice 
seems to apply. It has been suggested,’ and it seems reason- 
able, that the operation of such an act is no more a delegation 
of power than the acts of Congress which permit an admin- 
istrative authority to determine the conditions on which the 
law applies, for in permissive legislation Congress is only 
substituting state legislatures for administrative bodies, the 
difference being one of degree only. And certainly the 
practice of permitting administrative agencies to determine the 
conditions on which a law applies is not unconstitutional as a 
delegation of power.’ 

The second question, which is separate and distinct from the 
first, is as to whether the states themselves, in passing regula- 
tions in accord with the act of Congress, are in effect exercising 
delegated authority. Although this point was not clearly 
analyzed by Chief Justice White in the Clark Distilling Com- 
pany case, he really disposed of it when he grounded his 
decision on /n re Rahrer,® for he refers to the Webb-Kenyon 
Act as being “but a larger degree of the exertion of the 
identical power which was brought into play in the other 
[Wilson Act].” The theory adopted by the court in the 
Rahrer case in reference to the Wilson Act as applied to state 
legislation in accord with the Webb-Kenyon Act runs some- 
thing like this: The prohibition of all transportation of liquor 
in the state is valid under state police power. But this power 
must not be exerted so as to interfere with interstate com- 
merce which Congress either expressly or impliedly, by its 
silence, desires to remain free. But Congress, in exercising its 
commerce power, may place interstate commerce in liquor 

1 Powell, “ The Validity of State Legislation Under the Webb-Kenyon 
Act”, 2 Southern Law Quarterly 112, 125 (1917). 
* Field v. Clark, 134 U. S. 649 (1891). 
3 Cf. supra, p. 149, note I. 
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where state police laws can apply. No power is delegated; 
for the state, in prohibiting the transportation of liquor, is 
exercising a reserved power under the Constitution, namely, 
its police power. 

Really, there is nothing startlingly novel about the theory 
of Congressional permission, since an examination of federal 
legislation shows that it has long been in vogue in many fields. 

The earliest instance we have of such a theory is the enact- 
ment of quarantine and health laws by Congress in 1790,* to 
the effect that all federal revenue officers should observe state 
quarantine laws respecting vessels from foreign ports or ports 
of other states, and aid in their execution. This was simply 
a recognition on the part of Congress of the power of the 
states to protect the health of their citizens under the police 
power, at the expense of interstate commerce. The acts were 
upheld oditer by Chief Justice Marshall in Gibbons v. Ogden.’ 

Again, in 1803, Congress passed an act* prohibiting the 
importation of slaves into states having laws against it. This 
was held constitutionally valid in The Brig Wilson.* Although 
the opinion was more or less directly founded upon the pro- 
visions of the Constitution in regard to the slave traffic, it is 
nevertheless in accord with the general principles governing 
the type of legislation with which we are dealing. 

For some time an act has been in force which permits any 
state, territory, district, city or town to prohibit the importa- 
tion of nitroglycerine.° The theory probably rests upon the 
proposition that states can prohibit the importation of dele- 
terious matter. However, in this particular instance Con- 
gress did not regard the chemical as so deleterious as to call 
for absolute prohibition, but was content to make certain 
federal safety regulations. The validity of this Congressional 
“permission ”’ has never been questioned. 

Modeled precisely like the Wilson Act was the law® which 
Congress passed “divesting” oleomargarine and similar sub- 


11 Stat. at L. 474, 619. 
2 Cf. supra, pp. 142-43. 
* The object of the statute was to make state laws effective. 
#1 Brockenborough 423, 437 (1820). 
® See R. S. Sec. 4280. 
* 32 Stat. at L. 193 (1902). 
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stances of their interstate character. Its validity was upheld 
without question by the Circuit Court of Appeals in United 
States v. Green.’ The theory of the legislation was evidently 
to permit the states to protect their citizens from fraud, an 
admittedly valid object under the state police power. It is 
hard to realize just why such legislation was necessary, since 
the Supreme Court had already held that a state could pro- 
hibit the sale of colored oleomargarine in the original package, 
even in the absence of federal legislation.” At any rate, the 
act was based squarely upon the theory of permission, and was 
upheld entirely upon the authority of Jn re Rahrer.* 

Another fairly analogous piece of legislation is found in the 
so-called Lacey Act,* which prohibits any person from deliver- 
ing for shipment or any common carrier from shipping game 
killed in violation of state laws. The act specifically exempts 
game lawfully killed, and the state police power is thus 
effectuated. The constitutionality of the law was upheld in 
Rupert v. United States.° 

The two latest examples of Congressional permission are 
the Plant and Quarantine Act® and the Hawes-Cooper Act.’ 
The former permits states to prohibit the importation of 
diseased plants from other states until the Secretary of Agri- 
culture has determined upon a quarantine in respect to them. 
If, after the declaration of a quarantine, the plants are shipped 
regardless, they are declared to be divested of their interstate 
character, and the police laws of the states into which they 
are shipped are permitted to apply. The Hawes-Cooper Act, 
passed in 1929, provides for the divestment of their interstate 
character of convict-made goods, so as to permit the states to 
prohibit their sale. Neither of these two recent statutes has 
come up for judicial review as yet. 

Most important, however, in this connection is the principle 


1 137 Fed. 179 (1905). 
2 Plumley v. Massachusetts, 155 U. S. 461 (1894). 
3 Cf. supra, p. 149, note I. 
* 35 Stat. at L. 1137 (1909). 
5181 Fed. 87 (1910). 
® 44 Stat. at L. 250 (1926). 
7 45 Stat. at L. 1084 (1929). 
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of Congressional permission found in the present Federal 
Water Power Act.! The act provides for the licensing of 
power projects on navigable streams, and stipulates numerous 
conditions which must be complied with before the commis- 
sion ? is authorized to issue such a license. It is in Section 20 
of the act, dealing with rates and services, that the principle 
of “permission” is found. The section reads in part: 


That when said power or any part thereof shall enter into interstate 
or foreign commerce, the rates charged and the service rendered by any 
such licensee, or by any subsidiary corporation . . . shall be reasonable, 
nondiscriminatory, and just to the customer, and all unreasonable, dis- 
criminatory, and unjust rates or services are hereby prohibited and 
declared to be unlawful, and whenever any of the States directly con- 
cerned has not provided a commission or other authority to enforce the 
requirements of this section within such state . . . jurisdiction is here- 
by conferred upon the Commission [Federal], upon complaint of any 
person aggrieved, upon the request of any State concerned, or upon its 
own initiative, to enforce the provisions of this section. .. . % 

{47 
In other words, Congress expressly permits the states to 
regulate the rates and services of its own licensees in respect 
of the interstate commerce within their own boundaries, and 
only provides for federal regulation in the absence of state 
control. This provision, as far as we have been able to 
determine, has never been questioned.‘ 


IV 


Analysis of the Rahrer® and Clark Distilling Company ° 
cases leaves no doubt that the Supreme Court recognizes the 
doctrine of Congressional permission and state laws passed in 
accord therewith as valid from a constitutional standpoint. 
In addition, the fact that the theory of permission to the states 
to regulate subjects of interstate commerce is found in Con- 


1 41 Stat. at L. 1063 (1920). 


? The Federal Power Commission, which is the administrative body created 
by the Water Power Act. It is this body which has recently been criticized 
by the Senate Interstate Commerce Committee. 


* Italics ours. 
* A somewhat similar plan of operation is incorporated in the Couzens Bill, 
as shown by the quotation supra, p. 141, note 2. 
5 Supra, p. 149, note 1. 
® Supra, p. 151, note I. 
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gressional legislation dating practically from the ratification 
of the Constitution to the present day, and has never been 
refuted by the court, is ample evidence that there is nothing 
revolutionary in such a doctrine. And the instances of its 
use indicate that in the past it has not simply been applied to 
intoxicating liquor. 

Therefore the conclusion seems warranted that it would be 
proper for Congress, under the commerce clause, to pass legis- 
lation extending the doctrine to embrace interstate transmis- 
sion of power, and thereby permit the states to regulate, under 
their police power, that part of the transmission which has 
been held, in the absence of Congressional action, to be beyond 
their jurisdiction. The constitutional status of such legislation 
would seem to be this: The states have no power to regulate 
interstate commerce national in character. But they do 
possess their reserved police power, which has never been 
taken from them by the Constitution. However, the com- 
merce power of Congress is superior to this police power of 
the states, and in the absence of Congressional action the 
Supreme Court holds that it is the “will” of Congress that 
interstate commerce national in character remain free from 
any state interference. But if this implied restraint by the 
“will” of Congress is abrogated by an express permission, 
there is nothing to prevent state police power from applying, 
since the only bar has been removed.* This seems to be the 
only way to interpret the view of the Supreme Court as 
embodied in the cases. That such a rationale is determinative 
of our problem seems plain.’ 


? See Biklé, “ The Silence of Congress”, 41 Harv. L. Rev. 200 (1928). 


2 It has been suggested by Professor Thomas Reed Powell in “ Validity of 
State Legislation under the Webb-Kenyon Law”, 2 Southern Law Quar- 
terly, 112-139, that the due process clause of the Fifth Amendment might 
be invoked as a protection against unwarranted diversification of interstate 
commerce regulation by Congress through permissive regulation. Our 
study, however, does not include this phase of the problem. 
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DISCUSSION: IMMEDIATE PROBLEMS IN 
PUBLIC CONTROL? 


THE CHAIRMAN:? The general topic is now open for discussion 
under the five-minute rule. 


Dr. Epwarp W. Bemis (consulting engineer on public utilities 
and former member of Advisory Board of Interstate Commerce 
Commission) : I will not enter into any considerable discussion but 
will merely suggest one or two points very briefly. 

One is the great encouragement that comes from having such 
discussion as this. It is quite interesting to note how prominent a 
part Columbia University is playing in this conference. If all our 
universities would perform similar services it would be a grand 
thing, I believe. And there are other institutions that are begin- 
ning to do so, I discover. 

Another point I should like to make is that there are methods 
of regulation, not touched on here, which perhaps should be con- 
sidered. For instance, although I am not advocating it, I might 
mention a method employed particularly in Ohio, where cities under 
home rule charters have the right to assume a large degree of regu- 
lation and get out from under the state commission if they so desire. 
Such is the situation in Cincinnati, Cleveland and several other 
of the important cities of the state. In Cincinnati the other day I 
heard expressions of great satisfaction with the results. 

A third point worth considering is the human character of our 
regulating bodies and the extreme importance of bearing that in 
mind in the selection of the members of our commissions and courts. 
Infallible interpretation of what is constitutional and a matter of 
public policy is not as clear sailing as some have seemed to believe; 
there is a great opportunity for the human equation, for the points 
of view of the persons selected to administer these commission 
powers and to interpret constitutional rights. There is greater 
significance than has been realized in the recent contest over the 
confirmation of the appointment of Justice Hughes to the Supreme 


1 An abstract of the informal discussion which followed the addresses by 
Messrs. Seligman, Bonbright, Insull, Le Boeuf, Hale, Goldberg and Dowling 
at the afternoon session of the Semi-Annual Meeting of the Academy of 
Political Science, April 11, 1930. 

2 Professor Edwin R. A. Seligman. 
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Court. The extent to which the members of the House of Repre- 
sentatives flopped over to the Senate to listen to that discussion, 
crowding the space to the doors, indicated the growing interest in 
the choice of the men called on to interpret the Constitution. 

This idea of the importance of the personnel of our courts and 
commissions is not yet well developed in the country at large, but 
it is a growing thought and is going to have an immense influence 
in the future. The development of education along these lines 
will direct more attention to the point of view of our judges, for 
it is a fact that while they often say they find the law to be, the fact 
is that they make the law to be, and they make it by their views. 
There is not such a clear rule of determination that one point of 
view on reproduction or another point of view on actual cost or 
investment can be regarded as infallibly correct. I have no doubt 
that the minority of the Supreme Court are just as competent and 
honest as the majority, and yet they will differ radically on the 
interpretation of such matters. There was a change of four 
members of the Supreme Court in nineteen months under President 
Harding, owing to vacancies—something that never has occurred 
before in the history of this country, and which is undoubtedly re- 
sponsible for some of the changes that have occurred in our con- 
stitutional decisions. 


Mr. Ernest GRuENING (Editor, The Portland Evening News, 
Portland, Maine): One question that I should like to raise grows 
out of a statement of Mr. Martin Insull’s, which was, as I under- 
stood it, to the effect that there was no connection between the issue 
of the holding company securities and the rates of the operating 
companies. It seems to me that this touches a very vital point, 
and I personally would like to hear a little elaboration of it by 
him or by anyone else who cares to discuss it. 

The usual structure of the operating company and then of the 
holding companies is such that the operating company floats 
securities consisting of bonds and preferred stock, paying six or 
seven per cent on the preferred stock and a lower rate on the bonds, 
say five per cent. The income of the operating company is, of 
course, entirely from what the consumer pays. After the interest 
and dividends have been paid on the bonds and preferred stock, 
whatever is left goes to the common stock, and that common stock 
is owned by the first holding company. 

This holding compauy in turn floats bonds and preferred stock, 
but virtually its only source of income is this same revenue from the 
original consumer, the operating company consumer. It is true, of 
course, that the holding company may have other investments; it 
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may speculate ; but essentially its sole revenue comes from the bottom. 
Then on top of this holding company, you have another holding 
company, which derives its sole revenue through the control of the 
common stock of the first holding company. And so on up. 

In Maine, for instance, we have a superimposed tier of five or 
six companies. Now, is it not obvious that the rate at the bottom 
has to be sufficiently high to pay returns to the investors in all these 
various companies, and that if the rate at the bottom is cut, the return 
first to the top company and successively to each lower company 
will be reduced? If that is the case, arguing inversely, why has not 
the existence of these various superimposed holding companies a 
definite bearing on the rate paid by the consumer? 


Mr. Martin J. INSULL (President, The Middle West Utilities 
Company): Please state the question again. 


Mr. GRUENING: I was referring to your statement that the issuing 
of securities by the holding companies had no bearing on the rate of 
the operating company, and I sought to develop the point that essen- 
tially the only income of these various superimposed holding com- 
panies was the money paid by the consumer at the bottom to the 
operating company, and that consequently if that rate were drastic- 
ally reduced, the income of these various holding companies would 
dry up, beginning from the top, and that consequently to support 
these holding companies, to make them profitable, to allow their 
securities to be marketed, the rate at the bottom would have to be 
higher than it would be if there were no such structure of holding 
companies. 


Mr. INsuLL: I think that question has been answered all the 
afternoon. The whole discussion this afternoon has been on the 
rate base. Rates are not based on security issues of any kind, 
whether of operating companies or holding companies, or top hold- 
ing companies or middle holding companies. Rates are based on some 
value of the property used and useful for the public service. It 
seems to me that what we have been trying to get at this afternoon 
are the different views with regard to what that value should be, 
but in none of those discussions have securities taken any place 
whatever. Does that answer your question? 


Mr. GRUENING: No, it does not. Has the ordinary holding 
company any considerable, any material, source of revenue but 
its equity in the common stock of the producing company, the 
operating company? 
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Mr. INsuLL: That depends on holding companies. 
Mr. GRUENING: Well, generally speaking. 


Mr. InsuLt: As a general proposition, no, but that has nothing 
to do with the rate of the operating company. 


Mr. GRuENING: Why not? If they derive their revenue from 
this one source, and that revenue is reduced, which would mean of 
course a lowering of rate to the consumer, why doesn’t the holding 
company pyramid topple over and disappear? 


Mr. INsuLL: Let me put it another way. If you, instead of a 
holding company, hold some of the common stock of an operating 
company, do you have any influence on the rate? If a thousand 
people own the common stock in a holding company, do they have 
any influence on the rate? If one person owns it, does he have any 
influence on the rate? 


Mr. GRUENING: Certainly. They would not hold it if there were 
not some profit in it, any more than the holding companies would 
hold it if there were no profit in it. If there were no profit in it, 
the holding company would not exist, but as long as you keep your 
rates high, your holding company is going to exist. Your holding 
company is therefore directly the cause of a higher rate. 


Mr. INsuLL: Not at all. I would like a commissioner to answer 
the question. I evidently cannot answer it. 


THE CHAIRMAN: In other words, what Mr. Insull means, and we 
leave it to you to judge whether it is correct, is that the gentleman 
is putting the cart before the horse; that the profits of the holding 
company depend upon the rate, but that rate does not depend upon 
the existence or the profits of the holding company. That is your 
point, is it not? 


PROFESSOR RosBerT L. HAE (Assistant Professor of Legal 
Economics, Columbia University): I think there is a slight mis- 
understanding between the two gentlemen which perhaps could be 
cleared up. Mr. Insull’s point, as I understand it, seems to me an 
entirely sound one—as far as it goes. As I take it (you will correct 
me if I am wrong), the rates are fixed on the fair value of the operat- 
ing company’s property, whatever that term may mean; but what- 
ever it means, it is not influenced by the amount of securities of the 
holding company, and what the holding company can get is a result 
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of the rates allowed on the fair value of the operating company’s 
property. The case is analogous to that of the private investor in 
that the rates are not raised because you want to invest, but you 
invest because the rates are high. 

I do not think that is a complete answer, and for this reason: 
the fair value, so-called, of the operating company’s property is not 
actually based on market value. If it were, the commissions never 
would be able to reduce rates, because they would clearly be reason- 
ing in a circle. What they do is to compound a kind of synthetic 
value. They find the figures of reproduction cost and the figures of 
depreciation and the figures of original cost, plus subsequent invest- 
ments, and a few other items. 

In Smyth v. Ames, they were told to take into account the amount 
and market value of the stock and bonds. Usually, as Mr. Insull 
says, they do not do that in their decisions. But they take all these 
other figures, and then they say, on the whole, we think the fair 
value is so many dollars; and you cannot find out how they reached 
that figure. 

I was listening to some of the testimony given before the Knight 
Commission when Mr. Prendergast was on the stand. In two cases 
he and Commissioner Van Namee dissented from the majority of 
the commission on valuation. Figures had been found for repro- 
dution cost which were relatively high, and for original cost which 
were relatively low, and the majority of the commission found the 
fair value to be something rather near original cost, and not so 
near reproduction cost. Commissioner Prendergast and Commis- 
sioner Van Namee dissented, thinking that the figure ought to be 
nearer to reproduction cost. 

My recollection of this hearing was that Mr. Bonbright ques- 
tioned Mr. Prendergast as to just why he thought the value in this 
case was nearer reproduction cost. Mr. Prendergast had said he 
did not understand value to mean market value but that amount 
which one finds after giving due weight to all these factors. That 
leaves a pretty good play for what you consider due weight. When 
Mr. Bonbright asked him to explain why he and Mr. Van Namee 
thought the value as an objective fact was something nearer repro- 
duction cost whereas the other commissioners thought it was some- 
thing nearer actual cost, Mr. Prendergast answered, “ Why, it is 
for the same reason that one man prefers beefsteak and one prefers 
oatmeal for breakfast.” Thus the finding of the fair value de- 
pends a good deal on the appetites of the commissioners. If one 
commissioner, however, happens to prefer beefsteak and puts the 
value up near reproduction cost, it may conceivably be that he fears 
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that with the capital structure such as it is in a particular case, the 
rates might not otherwise be high enough to pay interest on the 
securities outstanding. In other words, he may be influenced by the 
amount of security issues. We cannot tell from the opinions. Mr. 
Bonbright long ago pointed out this very point that I am making, 
but in his silence I thought I would interpret it. 
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INTRODUCTORY REMARKS’ 


WILLIAM L. RANSOM 


Acting President of the Academy of Political Science 


E come now to the addresses which will conclude a day 
W of brilliant discussion. To you who have not been 

able to attend the sessions of the morning and after- 
noon, I may say that we have listened to some very informing 
addresses and papers, which may advance to a marked degree 
the public understanding of a vital subject. 

I cannot say that agreement was reached, or any con- 
sensus of opinion, nor is unanimity likely here tonight; but 
I do believe that a reasoned, forward-looking discussion has 
taken place, and will be continued tonight—a discussion in 
which sincerely differing views have been expressed with great 
ability and clarity. 

We miss very keenly from this dinner and from the post 
which I temporarily occupy tonight our beloved Professor 
Samuel McCune Lindsay, who has served for nearly twenty 
years as President of the Academy and has been an unselfish, 
tireless worker in its behalf. He is now in the Orient, enjoy- 
ing a brief respite from University duties, and in your behalf 
we shall send him greetings and all good wishes for a pleasant 
journey and return to his useful work in many good causes. 

This semi-annual meeting and this dinner are a part of our 
celebration, if I may use that word, of the fiftieth year of the 
work and leadership of the Academy of Political Science. 
Founded under the guidance of Professor Burgess in 1880, the 
Academy has for half a century rendered a useful public 
service in the study and public discussion of political, social 
and economic questions. It has on many occasions made real 
contributions to an informed public opinion. 

In a book published last year by Lord Hewart of Bury, 


1 Introductory remarks as presiding officer at the dinner session of the 
Semi-Annual Meeting of the Academy of Political Science, April 11, 1930. 
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under the title, The New Despotism, the Lord Chief Justice 
of England discusses what he describes as the growth of 
government by departments, government by orders, rules and 
regulations, promulgated by departments or commissions 
which seek to set themselves above Parliament and the courts 
and subject to minute control the conduct of individuals and 
the management of business. In comment upon this ten- 
dency, he sets forth this striking paragraph: 


Much toil and not a little blood have been spent in bringing slowly into 
being a polity wherein the people make their laws, and independent judges 
administer them. If that edifice is to be overthrown, let the overthrow 
be accomplished openly. Never let it be said that liberty and justice, 
having with difficulty been won, were suffered to be abstracted or 
impaired in a fit of absence of mind. 


The Academy of Political Science has for years done its part 
in overcoming any possibility that public questions in its field 
might be disposed of in any “fit of absence of mind.”” One of 
the most important but controversial questions in the field of 
public law and social science, one which touches now the lives 
of our people at every point and in almost every home, was 
selected by the Trustees as timely for today’s meeting; and 
we have had a stimulating and thoroughly representative 
exposition of opposing points of view. 

I shall not undertake discussion of this subject on my own 
part, but shall proceed to present to you those whom you have 
come to hear. 
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IS THE INTEREST OF THE PUBLIC INCONSISTENT 
WITH THE INTEREST OF THE UTILITIES? 


WILLIAM J. DONOVAN 


Counsel of the New York State Commission on Revision of the 
Public Service Commissions Law 


\ N JE cannot understand the problems involved in the con- 

trol of our public utilities unless we consider the 

philosophy underlying the control of our industrial 

life. The economic theories dominant at the beginning of 

the nineteenth century were the principles of “ free enterprise” 
and of “the competitive system ”’. 

The basic assumption of these theories was that the less the 
government has to do with business, the better. It was then 
believed that the interests of the public would be best cared for 
by maintaining individual enterprise in a highly competitive 
struggle. It was assumed that prices would be reasonable, 
and that exorbitant prices would be checked, because com- 
petitors would have to struggle in the market. In this way 
the incentive for profits, which, we must not forget, is the 
underlying incentive for all private enterprise, was supposed 
to be held in a proper balance. It was believed that laborers 
would be paid a fair wage for their work because employers 
would have to compete in the market for their services. Price 
would be determined in the competitive market and profits 
would depend upon efficiency. The particular company which 
could lower its costs of production to the lowest possible point 
made the highest profits, and the concern which lagged behind 
in initiative, in inventiveness and in efficiency paid the penalty 
for its backwardness. So ran the theory. But the true story 
is not so simple. 

The history of the control of our industrial life during the 
last century is compelling evidence that we must make a 
frank reappraisal of our early economic ideas. Our great 
industries, especially, do not exist as ends in themselves. We 
are not interested in having steel and oil and electricity and 
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gas for the sake of having them. We are interested in these 
commodities because of the contribution they make to the 
satisfaction of human wants. In this view, our economic 
institutions and the managers, investors and workers are 
instrumentalities, useful agencies of the community to satisfy 
economic wants. 

We speak of the ideal of an industry controlled solely by 
“free competition”. This ideal of control has never been 
fully realized in practice. It has been compromised in a 
variety of ways. It has been compromised by the state in the 
enactment of a mass of regulatory legislation, particularly in 
the last fifty years. It has been compromised in the interests 
of the laborer in the enactment of safety codes, factory laws, 
workmen’s compensation laws, employer’s liability laws, laws 
limiting the hours of labor, fixing the manner in which the 
workers’ wages shall be paid and laws relating to trade unions. 

From another point of view, our industrial institutions have 
not developed according to the preconceived pattern of the 
competitive ideal. We have our anti-trust laws and our laws 
against unfair methods of competition because of our fear of 
oppressive monopolies and of practices detrimental to the 
public interest. These laws again are compromises with the 
ideal of the free operation of the principle of competition. 

We have customarily divided business into two categories— 
the one private and to be controlled by the operation of the 
principle of competition with the resultant compromise; the 
other to be controlled, not by the principle of competition, but 
by the power of the state. These categories of “ publicness ” 
and “ privateness ” are familiar. 

The proposition that our great industrial institutions are 
instrumentalities of the community cuts across this precon- 
ceived category of “ publicness” and “ privateness”. In this 
view there is litthe room for the formulation of general 
principles which are universally applicable to all economic 
enterprises. In fact, the principle of competition has been 
compromised so often, so freely, and in so many industries 
that we may well ask ourselves whether it provides any- 
thing more than one system of control, one of several stand- 
ards for testing the serviceability of economic institutions. 


If we are to ask whether a given industry is fulfilling its 
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obligations to the public, we must have some standard, some 
test to apply. In this country we have many gigantic aggre- 
gations of capital which, by reason of their long history, 
their continuity of management, and the essential character of 
their service, may be said to have become institutionalized. 
I need only mention the great steel, oil, coal and electrical 
manufacturing corporations, not to mention the familiar class 
of public utilities. We have come to look upon them as 
constituting the fibre of our economic and social existence. 

In another respect we must be prepared to revamp certain 
conventional economic theories. The regulation of our public 
utilities is generally justified on the assumption that they are 
“natural monopolies”. This in turn means that without some 
form of regulation the public utilities would be left entirely 
free to charge what rates they chose, limited only by what the 
traffic would bear. In this way it is assumed that without 
some form of regulation the public utilities would inevitably 
exact monopolistic and extortionate rates to the manifest injury 
of the consumer. This theory, as I have indicated, assumes a 
condition of complete monopoly. Let us examine this propo- 
sition. The merchant of today in other lines of business has 
come to realize that the keenest competition which he encount- 
ers is not from his competitors engaged in the same line of 
business but from rivals offering to the public an infinite variety 
of substitute articles. This is a competition which Mr. Justice 
Holmes has aptly described as “the competition of conflicting 
human desires ”’. 

There are some economists today who assert that this 
competition exists in the public utility field just as much as 
in the field of general business. And in proof of their 
assertion they point to the potential if not actual competition of 
industrial plants able to provide power for their own use. 

Every railroad executive experiences the keenest sort of com- 
petition, not only direct competition from other lines, but also 
competition from different means of transportation. He also 
experiences the indirect competition of the manufacturers or 
producers whose markets are in part determined by transpor- 
tation charges. In the communications field the telegraph, 
telephone, mail, air-mail and radio all offer a variety of means 
for the transmission of messages in one form or another. 
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Under such conditions it is idle to assume that any one form 
of communication enjoys amonopoly. The result is that while 
these public utilities may be characterized as monopolistic, the 
development of our economic life has created a great variety 
of competing services and commodities, which tend to lessen 
the danger of abuses. Further, the wide distribution of stock 
has brought into the investor class a large number of con- 
sumers who are now for the first time appreciating the 
consistency of interest between themselves and the corporations 
in which they have invested their money. 

Reference has been made to the general question of economic 
theory and of public policy because otherwise, in considering 
the regulation of public service corporations, we are apt to be 
led blindly into a shortsighted program based on the use of 
force and coercion, rather than a policy which is progressive 
because realistic. 

Sight is frequently lost of the fundamental basis of all public 
utility regulation. In simple terms it is this: The state has 
hired the utility companies to assume the burden of doing a 
job which the state itself was unwilling or unable to perform. 
The state then, in the public interest, must be sure that no act 
on its part shall prevent the free flow of capital to these enter- 
prises without which this essential ask cannot be adequately 
performed. Any choice of method of regulation must recog- 
nize this necessary obligation. The selection of a particular 
method of control has, in the past, been based upon the theory 
that public utilities, although affected with a public interest, 
are essentially private enterprises, and that the duty of the 
state is to protect the consumer from exploitation by those 
engaged in conducting these enterprises. This involves the 
assumption that the interest of the state in so protecting the 
consumer is necessarily opposed to the interest of those who 
have invested their capital in such enterprises. It is, there- 
fore, not surprising to find that the history of public utility 
regulation is too often that of a running conflict between the 
state and the utility companies with resultant loss to the con- 
sumer and the investor. 

A true conception of property rights involves a recognition 
that these rights are essentially social institutions. They are 
not absolute values. Their nature changes with social and 
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economic conditions. For the utilities and the public it is 
essential to preserve a stable social organization under which 
their respective relationships can be worked out fairly and be 
reasonably acceptable to both. 

The public character of the business conducted by the utili- 
ties and the public privileges under which they operate should 
serve to emphasize the fundamental identity of interest of the 
utilities and of the public in these enterprises even more than 
in the case of purely private business. 

It has been said that, while the interest of the public and of 
the utilities may be identical to a certain point, when that point 
is reached there is a divergence of interest. It may be that, 
a different relative emphasis being placed upon particular 
aspects, the interests of the one may not be identical with the 
interests of the other; that the temporary pecuniary interests 
of both are in conflict. But it is difficult to believe that they 
are inconsistent and impossible of reconciliation. When we 
consider the various elements of the public interest and the 
real interest of the consumers and investors, it is hard to see 
how these interests are in conflict. The interest of the 
consumer is to have the best possible service with improved 
facilities at reasonable rates, low enough to permit of the 
general use of the service for all of the functions to which it is 
economically suited. It is important for the consumer that 
rates and net earnings shall be sufficient to attract continuously 
the vast amount of capital necessary for improving plants and 
extending service, and for the utilities to see that the invested 
capital shall be provided with a fair annual return and that 
new capital shall be attracted sufficiently to provide for steady 
growth of the industry. It is important for both interests that 
the utilities shall be so managed and regulated that their 
service will aid in the prosperity of industry and in the eleva- 
tion of the standards of health and of comfortable living. 

The striking example of apparent inconsistency is that of 
valuation. This problem is one of many encountered in the 
detail work of regulation. It was the subject of discussion 
by all of the experts called in the recent investigation by the 
legislative commission of this state and constitutes the most 
mooted question of that inquiry. 

The Supreme Court has held that a public utility is entitled 
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to earn a reasonable return upon the fair value of the property 
which it is devoting to public service and that the fair value of 
the property must be determined as of the time the inquiry is 
made. In determining that value, the court has held that all 
relevant factors must be considered, including, among others, 
costs of reproduction new less depreciation, and original cost. 

It is apparent that the application of this principle, at least 
to present-day conditions, has been difficult of administration, 
and has frequently resulted in injustice and hardship both to 
the consumer and to the utility. It has caused protracted 
litigation and has delayed final determination by the regu- 
latory body from two to ten years, when that determination is 
no longer applicable and further litigation may well ensue. 

Today many of those who claim to represent the interests 
of the public contend that the value of the property for rate- 
making purposes should be based solely upon a consideration 
of its original cost. However, this has not always been the 
case. When Smyth v. Ames’? was decided in 1898, it was 
argued on behalf of the consumer that the reasonableness of 
rates to be charged by a public utility should be tested solely 
by a consideration of the cost of reproducing the property. 
At that time the general price level was so low that original 
cost far exceeded cost of reproduction. It was then contended 
that the consumer should not be compelled to pay rates based 
on such an arbitrary standard as the amount of money actually 
expended by the utility. It was urged that the cost of render- 
ing the service should determine its price, and that the measure 
of cost was more accurately reflected in the reproduction value. 
Finally, it was argued that to permit a utility to charge rates 
based solely on the amount of money which it had spent, would 
be to permanently burden the consumer with any investment, 
however injudicious or unprofitable it might prove to be. 

However, the Supreme Court in its decision repudiated this 
doctrine and held that the true legal and economic principles 
involved a consideration of all these factors; that if the rate 
base were determined solely by one or the other element of 
value, it might work injustice either to the consumer or to the 
utility. 

Today the general price level is so high that the situation 

1169 U. S. 466. 
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is reversed, and as regards the great bulk of public utility 
property the cost of reproduction is greater than the original 
cost. Consequently many of those who claim to represent the 
public now contend that the rate base should be determined 
solely by the actual cost of the property. 

It has been contended that if in 1898 the actual cost theory 
had been accepted, as the utilities then urged, the general 
increase in the price level in recent years would have given 
the utilities such a low rate base that they would have found 
difficulty in maintaining their service at the high standard of 
efficiency which the public requires. On the other hand, the 
reproduction cost theory is now bitterly fought by the same 
interests that urged its acceptance by the courts in 1898. This 
analysis points to the dangers of writing into our law a 
fixed economic theory which, by reason of a change in the 
price level, may act as a boomerang to those who urged its 
acceptance. The machinery of government must have some 
give-and-take, or it will not work. It has been pointed out 
furthermore that if the original cost theory were written into 
our law, the result would be to make more pronounced the 
evils of the so-called business cycle, by encouraging expendi- 
tures for improvements and expansion programs at times when 
prices are high, rather than in time of depression. 

There are eminent economists who tell us that the real source 
of the difficulty is in unstable prices. They assert that what- 
ever method is adopted we shall still have a continuance of 
confusion and waste until we have diligently and earnestly 
addressed ourselves to the problem of stabilizing the general 
level of prices. 

Enlightened leadership among public utilities is coming to 
recognize that in the matter of rates the interests of the com- 
panies and the interests of the consumer often are not only 
consistent but are almost identical. If rates are substantially 
too high, consumption is materially decreased. On the other 
hand, if rates are too low, the industry is deprived of the 
capital which is necessary not only to insure the proper service 
standards and maintenance, but also to provide improve- 
ments and extensions in the service. 

There are those who assume that within a limited area the 
demand for electrical energy is fairly constant. However, if 
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the testimony of practical operators is to be believed, the 
opposite appears to be the case. The consumption of energy 
in the average household varies with the belief in the con- 
sumer’s mind that rates are fair or unfair. If he thinks that 
the rates are unfair, he begins to cut down his use of electricity 
and abandons the use of various electrical appliances. The 
situation may arise where rates are within legal limits but are 
more than the energy is worth, and the company can afford to 
lower the rates since that will result in promoting the use of 
electricity and in improving public relations, There was 
testimony given to the effect that many public utilities today 
are charging rates which are less than they might expect to 
obtain under decisions of the courts, either because of com- 
petitive conditions in the industry or as experiments in creating 
‘increased demand for the services. That such experiments 
have not been conducted on a much larger scale may be due 
not only to a lack of universal acceptance of these principles 
by the utility executives, but also-to the lack of codperation on 
the part of state officials. 

When we speak of codéperation, I am again brought.to the 
thesis of the report which I submitted as counsel to the Com- 
mission on Revision of the Public Service Commissions Law. 
In this whole question of regulation we are engaged: in a task 
of statecraft. We are face to face with problems which cannot 
be solved by the reiteration of formulas or by enlistment in a 
moral crusade. It is a task which requires reconciliation of 
the basic interests of the state and of our economic institutions 
to insure that these institutions shall be the servants and not the 
masters of the public. The spirit of approach to that task is of 
the utmost importance. There are those who are so indignant 
at the exploitation of the public by certain of the utilities that 
they would use coercion to such a point as to compel utilities to 
yield what may be said to be their rights under the decisions 
of the court, or else to have penalties imposed upon them. 
That is a method of intimidation rather than of regulation. 
It is provoked by anger rather than by common sense. It can 
result only in increased irritation, protracted litigation, and in 
the end antagonisms that can produce nothing but economic 
waste. This method is not in the public interest. Instead of 
enlisting the support of the intelligent and honest utilities, it 
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would unify them with the unintelligent and shortsighted 
utilities. It would prevent intelligent leadership from assert- 
ing itself. It would place a premium upon political exploita- 
tion of an economic problem. 

If it is agreed that this method belongs to the eighteenth 
century and is not applicable to modern conditions, then we 
are brought face to face with two alternatives, public owner- 
ship, or regulation with full codperation between the utilities 
and the state. When we speak of public ownership it ought 
not to be spoken of as a threat or as a bluff merely, but as a 
proposed method which must be judged upon its merits. 

So far this method has been rejected not only because of 
the practical financial burden of taking over the utilities, but 
also because of the belief that it would tend to destroy initia- 
tive and would be productive of inefficiency and perhaps 
corruption. Because of these evils the people have hesitated 
to accept the principle of public ownership and have sought 
to maintain individual enterprise, under proper control. The 
great problem is how to attain that control. It can best be 
attained not by a coercive discipline but by a self-imposed 
discipline, and that kind of discipline means codperation. To 
have that codperation there must be an appreciation of a 
reciprocal obligation on the part of the utilities and of the 
state. That relationship can come only from an established 
basis of mutual confidence. The leaders of public utilities 
must accept the principle of partnership and actually apply 
that principle. That the relation between the utility corpora- 
tions and the public they serve, however it may be regarded 
legally, is ethically a partnership, has not been sufficiently 
emphasized. The public makes certain contributions to that 
partnership. It furnishes protection to the company. It 
confers the right of eminent domain. It grants numerous 
franchises and special privileges and monopolies in return for 
the service rendered. This partnership implies, then, that 
the leaders of utilities are only economic servants of the public, 
as the state officials are the political servants of the public. 
It is incumbent upon the utility to remove public hostility and 
suspicion by a scrupulous regard for that partnership and it 
is likewise incumbent upon officials of the state not to do 
harm, by political exploitation of the utilities, to the utility 
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industry and to the public which it serves. Such a method of 
codperation is progressive because it is realistic. It does not 
conform to obsolete formulas but rather to actual needs of 
existing conditions. Today in the international field it is urged 
that because of the higher standards of civilization we should 
substitute the conference table for the battlefield. In the 
growing maturity of our economic civilization the time has 
come to substitute the conference table for the battlefield of 
litigation and the political rostrum. 
[176] 


THE COURTS AND COMMISSION REGULATION 


HONORABLE MARTIN T. MANTON 


Senior and Presiding Justice of the United States Circuit Court of 
Appeals for the Second Circuit (New York) 


N recent months, the regulation of utility rates has been a 
I most engrossing topic of discussion. There has been so 
much confusion, and apparent misunderstanding, as to the 
part played by the courts in rate control or rate regulation, 
that something said in clarification should be opportune. The 
legal theories and technique of procedure for ascertaining what 
is a case of confiscation of a business devoted to a public use or 
service, are of interest to both the student of law and the 
economist. 

The appeal of a utility from the decision of a commission’s 
order to a state court brings into question aspects which differ 
from the appeal which may be made to a federal court. The 
plea to the state court by a company may urge that the com- 
mission’s order not only violates that tribunal’s statutory duty 
to fix reasonable rates, but that it is contrary to the due process 
clause of the federal constitution, because it denies to the com- 
pany a fair return in earnings.’ It raises no federal constitu- 
tional question unless it be confiscatory.2 The review in the 
state court is, in nearly all cases, set forth in statutes of the 
state. The plea to the federal court is granted upon the right 
to injunctive relief to prevent the state commission and the 
attorney general of the state from enforcing the order claimed 
to be confiscatory and thus preventing the charging of a con- 
fiscatory rate. 

Article 3 of the Constitution of the United States provides 
that the judicial power of the United States shall be vested in 
one Supreme Court and in such inferior courts as Congress 
may, from time to time, ordain or establish. Section 2 of that 
article provides that the judicial power shall extend to all cases 
in law and in equity arising under the constitution and the 


1 Chicago, Milwaukee & St. Paul Ry. v. Minn., 134 U. S. 418. 
2 Banton v. Belt Line, 268 U. S. 413. 
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laws of the United States. And the Fourteenth Amendment 
forbids any state to make or enforce any law which shall de- 
prive any person of life, liberty or property without due process 
of law or deny to any person within its jurisdiction, the equal 
protection of the law. It is the deprivation of property with- 
out due process of law, that warrants the public utilities to 
make contest against any state regulatory bodies created by 
statute when the rates fixed by these bodies constitute a con- 
fiscation of property. 

As long as there is a district court of the United States which 
has been ordained and established, the injunctive power will 
survive and may be used by any utility in protection of its 
property where an attempt is made to fix rates which, if 
enforced, would amount to confiscation of property. It is 
difficult for any student of the law, certainly impossible for a 
constitutional lawyer, to conceive of any way that Congress 
may take from the federal courts their power and duty to 
protect property about to be confiscated by regulation of any 
state or municipality. 

The law has placed safeguards about the constitutional pro- 
tection given property. In rate-making controversies or when- 
ever the constitution is brought into question in a case in the 
district court of the United States, the law requires the judge 
presiding to call to his assistance two other judges, one of 
whom must be a Supreme Court Justice or a Circuit Judge, and 
so there is formed the so-called “statutory court”. This is 
provided for by the U. S. Civil Code, §266. The law pro- 
vides a direct appeal, as a matter of right, to the Supreme 
Court from any decision rendered by the so-called “statutory 
court”. The Supreme Court has established very definite 
rules for the judicial process, once it is put into operation, in 
confiscation cases. 

Rate-making and, more strictly speaking, rate regulation by 
public authority in the United States, was established more 
than half a century ago. On March 1, 1877, in Munn v. Illinois, 
the Supreme Court for the first time decided that private prop- 
erty devoted to public use is subject to public regulation, and 
it was more than two hundred years prior to that time that 
Lord Chief Justice Hale of England pointed out in a treatise, 
De Portibus Maris, that when private property is affected by 
public interest, it ceases to be private property only. 
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The efficient and impartial enforcement of the rights of a 
state or municipality and its inhabitants, in order to obtain 
adequate service at fair uniform rates, is just as essential as, 
if indeed it is not more necessary than, providing the necessary 
power and authority in the first instance, to insure such service 
for itself and its citizens. The strict, persistent enforcement 
of the law and the franchise or contract rights available to the 
municipality, and the rights of its inhabitants under undeter- 
minate permits and commission regulation, is generally found 
necessary to secure satisfactory service at a fair uniform rate. 

The underlying principle is that business of certain kinds 
holds such a peculiar relation to public interest that there is 
superinduced upon it the right of public regulation. The 
law has long been established providing a fair return on a 
rate based on capital invested in property devoted to and used 
in public service. The rate of return must be fair. The 
right to regulate rates is based fundamentally upon the exer- 
cise of the police power of the state. That is the power of 
government which is inherent in every sovereignty. It is the 
power to govern men and things, and while it is exercised for 
the common good, the police power of a state is not unlimited. 
Its use is always subject to judicial review, and when ex- 
ercised in an arbitrary or oppressive manner, it is without due 
process of law, and such action may be annulled as violative of 
the rights protected by the Constitution. Therefore, it is 
observable that in granting this protection of the national Con- 
stitution, the questions involved are essentially questions of 
federal law and particularly of injunctive relief, both of which 
are primarily subjects for interpretation and construction by 
the national courts. 

The selection of a federal court instead of a state forum for 
litigating these controversies as to rate orders has caused in 
the past, as it has recently, much public resentment. The cry 
of interference by the national courts has been loud and wide. 
But this antagonism to the exercise of jurisdiction has been 
the exception and not the rule, for the books are filled with 
reported cases in which recourse to the federal courts has been 
had and approved by authoritative decisions of the Supreme 
Court. That court in Wilcox v. Consolidated Gas Co.’ in 

1 212 U. S. 109. 
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1909, put the question of the right to appeal to the federal 
court at rest by saying: 


At the outset it seems to us proper to notice the views regarding the 
action of the court below, which have been stated by counsel for the 
appellants, the Public Service Commission, in their brief in this court. 
They assume to criticise that court for taking jurisdiction of this case, 
as precipitate, as if it were a question of discretion or comity, whether 
or not that court should have heard the case. On the contrary, there 
was no discretion or comity about it. When a Federal court is properly 
appealed to in a case over which it has by law jurisdiction, it is its 
duty to take such jurisdiction . .. and in taking it that court cannot 
be truthfully. spoken of as precipitate in its conduct. That the case 
may be one of local interest only is entirely immaterial, so long as the 
parties are citizens of different States or a question is involved which 
by law brings the case within the jurisdiction of a Federal court. The 
right of a party plaintiff to choose a Federal court where there is a 
choice cannot be properly denied. 


Nor does the claim of a remedy by an action at law in the 
state court’? nor the right to punish for a crime’ defeat the 
equity jurisdiction of the federal court. When the federal 
court’s jurisdiction attaches, it is exclusive and may be pro- 
tected by an injunction granted upon an ancillary bill. The 
court may proceed to determine all questions in the case, those 
involving state as well as federal law, as far as it is necessary 
to reach a decision.* 

The objection to the federal court’s jurisdiction based on the 
claim of a violation of the Eleventh Amendment to the Con- 
stitution, which forbids a suit against a state by a citizen of 
another state, has now been definitely overruled. Another 
objection made is that based upon §265 of the Judicial Code, 
by which the federal courts are denied jurisdiction to issue 
injunctions to stay proceedings in any court of the state, but 
this too was overruled in 1908.° 

Rates for public utilities must be calculated on a rate base 
which is the fair value of the property devoted to the public 
service, used and useful, and such fair value is determined by 

1 Smyth v. Ames, 169 U. S. 466. 

2 Packard v. Banton, 264 U. S. 140. 
* United Fuel Co. v. R. R. Comm., 278 U. S. 300. 
* Reagan v. Farmers’ Loan & Trust Co., 154 U. S. 362. 


° Prentis v. Atlantic Coast Line, 211 U. S. 210. 
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giving to all relevant matters such weight as may be right and 
just in each case. The leading case on this subject was con- 
sidered by the Supreme Court in 1898." There the public was 
asking that the rate base be measured by reproduction cost 
and the railroad companies were asking that they be allowed 
to earn on a rate base measured by the outstanding securities 
on their property, which outstanding securities, they claimed, 
represented their original investment therein. The court laid 
down the so-called “ fair value rule”, saying that reproduction 
costs would be unjust to the railroad because they would not 
reflect honest investment prudently made, but it was held that 
the basis of calculation as to the reasonableness of rates to be 
charged must be the fair value of the property being used by 
the company for the convenience of the public and that in 
order to estimate such value, the original cost of construction, 
the amounts expended in public improvements, the amount and 
value of bonds and stocks, the present as compared with the 
original cost of construction, the probable earning capacity of 
the property under the rates prescribed by statute, and the 
sum required to meet the operating expenses, were all matters 
for consideration to be given just and equitable weight under 
the circumstances. The court announced the rule that the 
company was entitled to a fair return upon the value of the 
property which is employed for public convenience and put 
forth the doctrine that the public is entitled to demand, on 
the other hand, that no more be exacted from it for the use of 
a public utility than the services rendered are reasonably 
worth. While many rate cases have gone to the Supreme 
Court since that decision, an examination of them will find that 
this pioneer case has been departed from very little. New 
considerations, of course, have arisen, and it is as to these that 
the court has formulated additional rules for the guidance of 
the public utilities commissions and the courts. A study of 
these cases convincingly shows that the court does not concern 
itself primarily with the question whether a particular method 
of valuation has been followed but with the question whether, 
upon the entire record before the court, it appears that a just 
measure for the rates under consideration has been adopted. 
The court considers each case in the light of its own particular 


1 Smyth v. Ames, 169 U. S. 466. 
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facts and adopts no exclusive yardstick for the determination 
of the rate base except that which is controlled by equity. 

The Public Service Commission is not a court; it is a fact- 
finding body charged with the duty of administering the law. 
There is always a rate which is just and reasonable as between 
the public utility and the public, and it is this rate which the 
commission should strive to ascertain and order. Rates fixed 
by it must not be so low as to cross the line of confiscation and 
ordinarily they should not closely approach that line. On 
the other hand, they should not be so high as to be unjust and 
unreasonable. Rate orders, to stand the test of the court’s 
power to review, must find support in the evidence introduced 
at the hearing. They cannot be arbitrary or unsupported by 
evidence. They must follow and not disregard both the law 
and the evidence; they must be reasonable and not capricious 
and they must prescribe rates which are non-confiscatory. 
They must not interfere with sound business judgment and 
good management on the part of the owners of the utility 
property. The rate-making power, being an exercise of the 
police powers of the state, is a legislative power. Therefore, 
it is through the rate-making function exercised directly by 
the legislature that a regulatory body is created to whom the 
power of making rates is delegated by the legislature. Thus 
it is that the police power of the state is exercised by the legis- 
lature through its agency, the regulatory body. But its action 
is limited by the Constitution of the United States and the 
constitution of the state where it functions. Of course, the 
regulatory body is further limited in the use of legislative 
power delegated to it by the requirement enjoined on it in the 
legislative enactment creating it. Therefore, a regulatory 
rate order is of the same force as the legislative enactment and 
is subject to the same limitations. 

The Fourteenth Amendment of the federal Constitution 
through the due process and equal protection of the law 
clauses provides two important limitations of state legislative 
power. It is because of these that all legislative enactments 
and likewise all regulatory rate orders which are foreign to 
or infringe upon these two clauses or either of them, are void 
and may be annulled by an injunction in the federal courts. 


Moreover, all legislative enactments and all regulatory rate 
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orders which transcend the limitations of the state constitu- 
tion and all rate orders which fail to meet the requirements 
enjoined in the enactment creating the regulatory body, are 
void. A regulatory body or commission is not clothed with 
the general power of management incident to ownership and 
it is not empowered to substitute its judgment for that of the 
directors of the company in the matter of operation. But in 
rate-making, in determining the rate base, it is also not em- 
powered to substitute in whole or in part any other type or 
construction of plant for that under investigation. 

The commission has no power to make findings and issue 
orders except upon compliance with the course of procedure 
and the rules and decision prescribed in the state regulatory 
law under which it functions. The commission’s right to act 
depends upon compliance with requirements of the statute as 
to notice and hearings. It must grant a full hearing which 
must be adequate and fair and its findings must rest upon the 
evidence introduced and the evidence must show the existing 
or proposed rates to be unreasonable in order that they may 
be changed up or down, and failure on the part of the com- 
mission to make reasonable compliance with these statutory 
requirements invalidates the order. The commission has no 
power to lessen the value of utility property or to make deduc- 
tions from its value on the assumption that customers through 
the payment for service are making contributions to depreci- 
ation or other expenses or to the capital of the company, nor 
because of some assumed relation existing between the utility 
company and its customers, for that does not exist. 

These principles find support in the Supreme Court decisions 
and make it clear that the commission has no power to pre- 
scribe confiscatory returns or an inadequate rate of return. 
For this would be a violation of the due process clause and the 
limitation of legislative power. One thing is certain and it is 
that the commission engaged in fixing public utility service 
rates must give heed to the decisions of the United States 
Supreme Court in relation to rate-making and conduct such 
investigation or inquiry and authorize such rate orders as, 
under the decisions of that court, the utility company and the 
public are entitled to have made. 

In recent years, the state, which is the depository of the 
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sovereign will and power of the people, has exercised its right 
to enter the business of furnishing public utility services. 
When it does, the public is entitled to the same protection as 
in the case of private ownership. At other times, instead of 
doing so and instead of exercising its right of government 
ownership, it sometimes provides for the creation of public 
service corporations and it grants to them the right to furnish 
utility service at a profit. It endows them with certain pow- 
ers and clothes their business with valuable rights and privi- 
leges. These are creatures of the state. They live and exist 
upon the hypothesis that they will be a public benefit and 
confer benefits upon the public. They are not organized for 
the purpose of speculating in other properties, stocks or bonds. 
They perform a function of the state. Their very existence 
and their only powers, rights and privileges are derived 
solely from the state. They too are subject to regulation. In 
the private enterprise, the owner demands the highest profit 
obtainable and gets all he can. His investment is in the peri- 
lous field of competition. He must create his own market, 
procure his customers, advertise his business, assume all risks 
and receive no help from the state; and having received no 
such grants from the state, no valued rights or privileges, he 
is not obliged to ask only fair profits on the sale of his product 
to the public. His profit is limited only by the laws of com- 
petition. In the public service business, an owner is entitled 
only to what is fair and reasonable profit on the service he 
furnishes the public. The corporation is performing a func- 
tion of the state. The business is permitted to be established 
for the benefit of the public as well as for the pecuniary gain 
of the stockholders. The investment is protected against com- 
petition and clothed with the privileges of a monopoly. The 
market is established, the customers have no choice, for they 
must use the service rendered. The corporation is given the 
right of eminent domain. It is allowed the free use of the 
municipality’s streets; it is exempt from payment of franchise 
taxes; it has a uniform charge placed on the service and it is 
relieved from furnishing gratuitous service. It is protected 
from all grafting and is clothed with the right of emergency 
relief in time of distress. Such rights and privileges granted 
to the public service corporations are of great value and are 
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to be compensated for by benefits conferred upon the public 
by the public service corporations. These are economic reas- 
ons which form the basis of the decisions of the Supreme Court 
granting protection on the one hand and affording profit, and 
on the other hand restraining oppression and arbitrary and 
excessive charges. 

Municipalities such as cities have often intervened in cases 
which primarily are between the public service corporation, 
the utility corporation, and the regulatory body of the state. 
While such intervention has uniformly been permitted, the 
Supreme Court recently in the New York Telephone case’ 
laid down the rule that the relation between the company and 
its customers is not that of partners, agents and principals or 
trustee and beneficiary. In Fall River Gas Co.’ it was said 
that the relation between a public service corporation and the 
public was not a partnership, but rather that of independent 
contracting parties. In the New York Telephone Co. case, 
the Supreme Court pointed out that customers pay for service, 
not for the property used to render it; that the payments were 
not contribution to depreciation or operating expenses or to 
capital of the company; that by paying the bills for service, 
the customers did not acquire any interest, legal or equitable, 
in property used for their convenience or in the funds of the 
company. That property paid for out of moneys received for 
service belonged to the company, just as does that purchased 
out of the proceeds of its stocks and bonds. But in a case 
where the inhabitants of a municipality are directly interested, 
the responsibility of protecting not only its own rights, but 
the rights of its inhabitants, rests upon the municipality. 
With a proprietary or business power to care for its own force 
and with a government or legislative power to care for the - 
rights and welfare of its inhabitants, it has been considered 
proper to admit municipalities into such litigations where 
regulatory laws or where rate orders are being considered. 
Therefore, petitions to intervene by municipalities have been 
granted. Public utility corporations have a special interest for 
municipalities ; they afford protection against fire, flushing the 
streets and sewers; street lighting, parking, boulevard light- 


1271 U. S. 23. 
4214 Mass. 538. 
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ing, water supply; gas at proper pressure and heating units. 
They furnish electricity of dependable constancy ; street cars 
run on the public streets; and telephone service is a necessary 
requirement for not only the city, but its inhabitants, in the 
promotion of health, convenience and general welfare. A 
municipality’s responsibility in exercising its legal right of 
participating in rate-making cases where it and its inhabitants 
are affected by the rates, is commensurate both with the value 
of the service and with the costs of the services to the user. 

The principle that the rate base is the fair value of the used 
and useful property at the time rates are fixed has been uni- 
versally established and recognized. That contemplates the 
time when the order fixing the rate is made by the utility 
board. Prices of labor and material and valuations of prop- 
erty devoted to the service fluctuate and change with the up- 
ward or downward trend of the prices. 

Some utilities are not content with a fair return upon their 
investment, not even with a fair return upon the fair value of 
their properties. They seek to narrow the fair value rule laid 
down in the Smyth v. Ames case. They urge that dominance 
be given to reproduction costs and estimates of physical prop- 
erty and then augment those estimates with a long. list of 
financial intangibles. The courts have been quick to stamp 
with disapproval such a list of intangibles. The rate-making 
case is always a contest between engineers, accountants and 
lawyers ; a contest of wits in various directions. 

But with all the efforts made to change it, Smyth v. Ames 
represents the rule today as it did in 1898, that fair value 
means, under all the facts and circumstances surrounding the 
particular case, what is fair both to the utilities and to the 
public. The Fourteenth Amendment, in protecting utilities’ 
property devoted to public service, does not always protect 
the utilities’ actual investment in the property. 

In making rates and in claims of confiscation, the commis- 
sion and the courts always make sure that the rates are to be 
for the use of the property, and it must be only such as is 
presently devoted to the public service. The value fixed in the 
appraisal must be only of that property which is an instru- 
ment of public service, and that valuation must be a reasonable 


value. The Supreme Court has pointed out that the ability 
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or sagacity of the owners of property need not be considered 
as an enhancement of its value. 

Many relevant matters are weighed in the judicial determi- 
nation of fair value. The judgment must be based upon a 
reasonable basis; it cannot be arbitrary or unjust. There is 
no particular rule or formula. Courts do not give dominance 
to any particular method of valuation, but to all relevant 
matters under the circumstances. They are concerned only in 
arriving at a rate base which is substantially fair and just, 
both to the utility and to the public. Some matters considered 
are the original cost of construction, the amount expended in 
permanent improvements, the amount of market value of bonds 
and stocks, the present as compared with the original cost of 
construction, the probable earning capacity of property under 
particular rates prescribed by the statute, the sum required to 
meet operating expenses, appreciation and depreciation, going 
value, the financial history of the company, the enhancement 
of costs and book values. 

Going value is to be added to the plant as a whole, over the 
sum of the values of its component parts, and is attached to it 
because it is in active and useful operation and earning a 
return. Good will in the ordinary sense of that term, which 
means an element of value arising from a well-known business 
being favorably regarded by its customers, is not included in 
the valuation for rate-making. Going value does not in- 
clude good will. The concrete measure of going value is 
generally the cost of attaching and developing the business 
over and above the cost of the construction of the plant. 
Franchises to do business are not valuable in order to enhance 
the value of the rate base. Working capital is a proper matter 
to be considered in determining the rate base. Depreciation 
must be considered as well as depreciation reserve. 

What a fair return is depends upon the facts and circum- 
stances surrounding the utility at the time of the inquiry. 
Some of these are the risks and hazards in the business, the 
location where the business is conducted, the rate usually 
realized upon equally stable investments in the community, 
the legal rate of interest, the money market and business con- 
ditions generally, the financial connections of the utilities and 
the management and operative experience of the utility. The 
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rate of return has varied from as low as six per cent to as high 
as eight per cent, depending upon these factors. 

The courts cannot prescribe rates; they do not do so either 
in the state or federal courts. Rate-making is a function of 
the legislative branch of the government. The federal courts 
review rates to ascertain if the rate fixed is confiscatory, and 
to be confiscatory means that if enforced, they are regarded as 
depreciation of the property of the utility without due process 
of law. The trial courts exercise independent judgment in 
reaching their conclusions; they are not bound to accept the 
testimony before the utilities board. Usually a master is 
appointed who hears the questions of valuation and other 
material evidence entering into the subject to determine 
whether the rate of return is inadequate and therefore 
confiscatory. 

The Supreme Court has complete freedom in reviewing each 
case. A review is an absolute right of either party. 

In the state court proceeding, testing the validity of the 
commission’s order, the procedure is usually regulated by 
statute. It is a review, usually of the validity, upon the 
record made before the commission. Upon the filing of the 
petition for judicial review, the commission certifies to the 
reviewing court the record of the proceeding had before it, 
which formed the basis of the order questioned. The state 
court must judge the validity of the commission’s order upon 
that record. In some states, there are statutes forbidding the 
reviewing court from considering other or additional evidence 
and these have been held valid under the federal Constitution.’ 

The commission’s findings of fact, unless arbitrary, are 
considered conclusive and some decisions forbid a judicial re- 
view upon any ground, before the commission has been 
petitioned fora rehearing. But in confiscation cases, the state 
court must reéxamine and judge independently the facts upon 
which the commission’s orders rest. The power of the state 
court to afford temporary relief is limited to the suspension 
of the commission’s order pendente lite. The taking of an 
appeal does not operate automatically to stay the commission's 
order. But the court may grant a stay and when it does so, 
it usually requires a bond protecting rate payers, and some- 


1 Oregon R. R. & Navi. Co. v. Fairchild, 224 U. S. 510. 
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times the rates fixed by the commission are ordered im- 
pounded under the direction of the court. 

It is thus observable that the record before the state tribunal 
is different from that before the federal tribunal and the 
validity of the order must be judged accordingly. If the 
company seeks review by the Supreme Court of the United 
States, it is at a disadvantage when depending upon the record 
before the state tribunal, and an effective appeal to that court 
is rarely possible. The review from the state court is haz- 
ardous and that is the reason for the more frequent appeals to 
the federal court. Moreover, in the plea to the state court, it 
must pass through the highest court of the state before an 
appeal may be taken to the Supreme Court of the United 
States, whereas from the federal district court an appeal may 
be taken direct, and this is a gain in the matter of time which 
is all-important, both to the rate payer and to the company 
claiming confiscation. In the federal courts, if prima facie 
the rate appears confiscatory, a temporary injunction against 
its use is granted. The same is true in the state court, but the 
scope of temporary relief in the federal court is broader and 
permits an immediate increase in the rates. The refusal of 
the state court to stay the commission’s order, not being a final 
order, is not ordinarily open to review, whereas in the statutory 
court procedure, there is the absolute right of appeal from the 
temporary injunction issued. The state courts may only 
affirm or set aside the commission’s order and remand the 
questions to the commission for further proceedings. If the 
commission’s order reduced the company’s rate from those 
previously charged, then the scope of relief afforded by the 
stay of such an order is amply broad, but if the utility has 
applied for an increase in the rates, an increase which it re- 
gards as vital to its existence, a stay of that order would do 
considerable harm in preventing the increased rates. A suc- 
cess in the state Supreme Court would therefore, be of little 
benefit, if three years later, the order denying the increased 
rates were held to be unlawful or should be set aside. Dur- 
ing the period of the appeal, the company might suffer from 
an unlawful order and could not be reimbursed for the conse- 
quent loss it would sustain. Indeed, economic and social con- 
ditions might have changed in the interim. There are no 
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such limitations in the relief which may be given in the federal 
court. It may declare the order fixing rates confiscatory and 
unconstitutional and enjoin its enforcement. It may properly 
enjoin the commission from interfering with the company’s 
putting into effect schedules of increased rates. 

Nor is there any basis for the recently repeated charge that 
the law as applied by the federal courts in rate cases is destruc- 
tive of effective state regulation and that, therefore, review in 
the federal court is undesirable. Most confiscation cases are 
governed by the decision of the Supreme Court of the United 
States applying the due process of law clause, and this authori- 
tive source is as binding upon the state court as upon the 
federal court. 

The impression sometimes conveyed that the courts, par- 
ticularly the federal courts, have hampered or interfered with 
state regulation by reversing or refusing enforcement of the 
orders of the commission, is not well founded. From the 
magnitude of the discussion recently had in New York State, 
one unfamiliar with the facts might gain the impression that 
the commission’s duty of regulation has been hampered by 
an increasing judicial interference with its orders. The an- 
alysis made for counsel for the Commission on Revision of the 
Public Service Law, referred to by Colonel Donovan,’ and 
which appeared in the minutes and exhibits of the hearings 
before that body, fully answers any such charge. From 
1921, when the present Public Service Commission was cre- 
ated, through 1928, the commission is shown to have made 
some 11,440 final orders in proceedings before it. These final 
orders were in addition to many thousands of matters dis- 
posed of without formal proceedings. 

Of the 11,440 final orders of the commission since 1921, 
only 46 were ever brought into question before a court by any 
party interested and only three of these were taken to the 
federal courts. During the same period, the commission made 
981 rate-fixing orders, and only one of these was set aside by 
the federal court. Only nine out of the 981 rate orders were 
reviewed by any court, state or federal. Four of the nine 
were reversed by the state courts, and one was set aside by 
the federal courts ; the others were affirmed by the state courts. 


1 Cf. p. 174. 
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No order of the Public Service Commission as to service, im- 
proved or extended facilities, the issuance of securities, or the 
granting or withholding of any required permission or author- 
ity, was set aside or disturbed by the federal courts during the 
life of the present commission. One order, requiring a large 
extension of gas mains, was affirmed by the United States 
Supreme Court. It is thus demonstrated that during the en- 
tire life of the present Public Service Commission there have 
been very few instances of federal review of the commission’s 
orders, and there has been no crippling of the commission’s 
regulation by review or reversal of the commission’s order, by 
decree of either state or federal courts. 

It is thus clearly established that the constitutional guar- 
antee of protection with the precautions in the procedure 
administering it, has been wisely given to the public and the 
utilities, whenever an order of the Public Service Commission 
has been brought into question ; and the public may confidently 
rest within the security that justice will be done in any con- 
troverted matter which reaches either the state or the federal 
courts. 
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THE FUTURE OF POWER SUPPLY AND 
PUBLIC CONTROL 


FLOYD L. CARLISLE 


Chairman, Niagara Hudson Power Corporation 


T is very difficult for me to credit those in violent dissent 
from the present basis of rate-making and regulation with 
a sincere desire for any regulation. They are at heart for 
government ownership and operation, but fear to advocate it 
openly. Their cry is that if we cannot have our own kind of 
regulation, then reluctantly we shall be driven to government 
ownership. When they attack the present basis of rate-making, 
which has been repeatedly affirmed by our highest courts, 
these gentlemen must, if they are really honest about it, know 
that their criticism is not against regulation, but against the 
Fourteenth Amendment to the federal Constitution and similar 
provisions of the constitutions of the various states. There- 
fore I say that the innumerable theories of a different kind of 
rate base and a different kind of regulation that run counter to 
the law of the land and that have no conceivable legal hope of 
becoming the law of the land, are really not sincere efforts but 
are back-handed methods of leading up to government owner- 
ship. Personally, I would prefer to see such persons come 
out frankly, if they will, and take their stand in the open, 
letting the truth and light in and letting the people understand 
what it means in condemnation values and in annual bond 
issues. 

While no exact figures are available, I feel very certain that 
to take over the gas and electric properties within the State of 
New York would require at least $4,000,000,000. Are the 
advocates of government ownership prepared to recommend 
bonding the state or subdivisions of the state for that amount 
or whatever amount may be determined in the end to be the 
correct one? Are they prepared to recommend the annual 
raising by bond issues of from $150,000,000 to $250,000,000 
per annum for normal growth, to say nothing of the billions 
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required if the great water powers with their attendant trans- 
mission lines are to be developed ? 

Are they prepared to tell the people the truth about the 
enormous loss in taxes to the state, to municipalities and to the 
federal government which would follow state ownership and 
operation? The public utilities are annually paying in all 
forms of taxation from their own treasuries approximately 
$25,000,000 to the towns, villages, cities, counties, state and 
federal governments. In addition to this amount, the com- 
panies are paying interest on bonds and dividends on preferred 
and common stocks of approximately $150,000,000 per year, 
which sum in turn is subject to the payment of taxes by the 
persons or corporations receiving it; and while no figures are 
available, I estimate the revenue received by the various 
governments from this source at approximately $15,000,000. 
The amount which the governments receive from death dues 
or inheritance taxes varies from year to year but is another 
very large sum, probably averaging $10,000,000. Stock-issue 
and stock-transfer taxes constitute another large source of 
revenue to thestate. Are the advocates of government owner- 
ship prepared honestly to tell the people how they expect to 
‘recover $50,000,000 of annual taxes which will not be collected 
under government ownership? 

Will they frankly tell the people that if the utilities under 
government management fail to earn as much as under private 
management, the decline and difference must be made good by 
taxing the house, the farm and all other properties in the state? 
The advocates of government ownership are all advocates of 
much lower rates than are now being charged. Lower rates 
will mean less income. Will they tell the people that this 
diminished income can only be made up in the form of added 
taxation from other sources? Will they also frankly tell the 
people that if by any chance science evolves new and cheaper 
means of generating and distributing electricity the state or 
municipalities bonded for $4,000,000,000 plus, to take over the 
present companies, might be in a position of paying for a dead 
horse? That is exactly what would have happened had the 
state taken over the interurban railways whose economic status 
was changed by the automobile and truck. Will they tell the 
people that the only means which the state and municipalities 
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have for meeting deficits and paying the principal of bonds 
and their interest is through taxes levied upon the property or 
income of the citizens of the state or municipality ? 

Will they furthermore tell the people that the money to 
purchase the existing public utilities and the money needed in 
the future for their expansion must come by the sale of state 
or municipal bonds to the investors of the country? Will they 
tell the people that these investors are exactly the same insti- 
tutions and people who now buy and own the public utility 
securities? There will be no change in the source from which 
the money comes and there is no magic in the name of the 
state or municipality to command a different market. The 
people, after all, who must put up the money are the people 
who accumulate savings sufficient to make new investments. 
These people would not buy state or municipal bonds at all if 
the undertaking were not profitable, and if the quantities of 
state bonds issued were far in excess of those now outstanding, 
their rate would advance and security would necessarily lessen. 
Assuming that the state itself took over the existing utilities 
and issued bonds free from taxation to the present owners of 
their securities, nothing would immediately happen except that 
all of the securities now outstanding would no longer be avail- 
able to be taxed, and that the risk and hazard of the utility 
business would be shifted from the investor himself to the 
state, and the state would have no means of paying such debt 
or the interest thereon except through its ability to tax the 
property within its borders and the income of its citizens. 

What justification is there for the charge that it is necessary 
for the government to take over the public utilities? I wish 
there were a critic in this country fair enough to admit the 
truth that the best job done in the United States in the last 
fifteen years has been the job of the electrical utilities. Against 
rising taxes, higher costs of labor, higher costs of materials, 
it has been the one industry that has put its selling cost down. 

This year it is spending $800,000,000 for new construction. 
I am very sure that at least $500,000,000 of that goes directly 
or indirectly in the form of wages. What does $500,000,000 
in wages sustain? At least 250,000 people working, and if 
there are four people to one family, at least 1,000,000 of our 
population are living and prospering due to the fact that the 
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electrical utilities can raise the capital annually and can buy 
these electrical machines, these transmission lines, this copper, 
this steel, this wood, this cotton, this rubber, in the enormous 
quantities that enter into the uses of public utility construction 
programs. 

The critic of the present scheme of things answers the argu- 
ment against government ownership by saying “ What about 
the Hydro-Electric Commission of Ontario?” This is a per- 
fectly fair question to ask and a proper one to answer. I wish to 
preface my remarks regarding the commission with a statement 
that I have the highest personal regard for the ability and hon- 
esty of its members and for the Government of Ontario. Our 
company transacts business with the ‘“‘ Hydro” satisfactorily to 
us and we hope to it, and the arrangement is mutually bene- 
ficial. I believe the commission to be the best managed and 
operated government enterprise in the world. So far as I 
know, the commission itself has never sought to compare its 
operations with those of privately operated utilities in the 
United States. It has never claimed that it was doing a 
better job than the private utilities. It is engaged solely in 
the particular job at hand and is not seeking to have its 
methods adopted elsewhere. 

With this preface, let me pass to the actual figures of 
economics. In the year 1928, the last available record, the 
Hydro sold within its own borders 3,061,545,371 KWH for 
$32,431,648. In that same year, the Buffalo, Niagara and 
Eastern group of companies, being quite comparable with the 
Hydro in location, sold 4,436,403,784 KWH for $32,911,782. 
The entire Niagara Hudson System sold 5,913,543,327 KWH 
for $62,688,860. The Hydro Commission and its associated 
municipalities paid substantially no taxes to the government. 
For the year 1928 the American companies in the Niagara 
Hudson System were taxed $10,118,867 and in the Buffalo 
territory alone, $4,546,413. No critic of present regulation 
could possibly take exception to our deduction of taxes to make 
the figures comparable. On this basis, the American companies 
in the Buffalo, Niagara and Eastern group received 6.4 mills 
per KWH for all energy sold, whereas the Canadian commis- 
sion received 10.04 mills. In other words, the American com- 
panies delivered their energy to the users of electricity of all 
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classes at a price averaging forty per cent under that of the 
Hydro. This, plus the fact that in a comparison the Hydro 
was favored in drawing all of its energy from water power, 
while twenty per cent of the Buffalo, Niagara and Eastern’s 
energy had to be produced by steam. 

The figures which I have given are all conclusive on an 
overall comparison of the two systems, but the critic says, 
“Your household rates are higher.” Yes, this is true and 
must necessarily be true in a system that pays taxes and is run 
from the standpoint of treating all classes of consumers fairly 
and equitably. In 1928, the Niagara Hudson householders 
paid $14,937,189.91 for their electricity. If the companies had 
paid no taxes, we could have furnished the electricity for 
$4,818,322.91 and made as much money for our stockholders, 
and the household consumer would have received his electricity 
at less than one-half the price paid by the household consumer 
in Ontario. The power rates in New York State have attracted 
enormous industrial expansion; in fact, they have made the 
state the greatest center for the use of power in the world. 
The Province of Ontario has not been able to do this. The 
new growth of the output of the American companies for 
industrial uses in the year 1931 will be greater than the entire 
pure industrial use of the Hydro of Ontario after twenty-one 
years of existence. Measured by any standard of comparison, 
when consideration is given to taxes paid, our New York State 
companies are selling power cheaper and building up their 
communities much more rapidly and have infinitely better 
hopes for the future than lie within the Province of Ontario. 

I have spent most of my time answering the critics. I never 
was by nature one to be on the defensive. I see the opportunity 
in this state to do the most constructive job possible in the 
United States as it relates to power. Cheap electricity never 
can be established by passing new or different laws. The 
generation and sale of electricity is primarily a business. By 
far the greater part of the electricity generated must be sold 
to industries that are changing their character, and demand- 
ing continual adjustment to changing conditions. New pro- 
cesses for using electricity and cheaper costs of purchasing 
electricity require the generating and selling companies to 
meet very real competition, else they lose the greater part of 
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their business. The question of rates and public control arises 
solely in the selling of electricity to the householder and 
farmer. These sales are but a small part of the total. It 
would be impossible, however, to separate the household light- 
ing from the industrial lighting without adding greatly to the 
cost of each class of service. The real hope for lower rates in 
this state lies in the greater industrial uses of power. 

New York State has been singularly blessed by Nature with 
cheap water power. The great drop at Niagara Falls, with a 
dam created by Nature, backed by a drainage area of the 
whole Great Lakes section, will always stand out as one of the 
cheapest, if not the cheapest, development possible. Approxi- 
mately twenty per cent of the water at Niagara Falls is now 
used for power purposes. Without injuring the scenic beauty, 
very much more water could be used than at present. Such 
water ought to be used and such water used will attract new 
industries, building up great payrolls, and pour millions 
into the state and national treasuries in the form of taxes. 
Furthermore, the industries using this power will be soundly 
grounded in that they will have the cheapest possible source 
of generation. 

The next great source is the St. Lawrence River. By 
reason of the fact that a dam must be built across the river 
under great engineering difficulties, and the fact that the drop 
in the river at the Long Saulte Rapids is but approximately 
85 feet, obviously that power will cost much more than the 
power at Niagara Falls. I do not intend tonight to discuss the 
merits or demerits of the position taken by the Governor of 
the state, but to touch upon it in passing as follows: 

The Frontier Corporation, a subsidiary of Niagara Hudson, 
owns the substantial riparian rights on the Long Saulte 
development. We believe that these riparian rights constitute 
the real ownership of the right to use the falling water for 
power purposes, that the State of New York has no ownership 
whatsoever in the water power upon the St. Lawrence and that 
the federal government has no such ownership. It has been 
perhaps unfortunate for everybody that repeated assertions 
have been made by those in high authority that the state itself 
owns the water power on the St. Lawrence River. I am in 
hopes that the commission which the Governor will appoint will 
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answer that question early in its deliberations or if there is 
doubt about it, have it settled by a friendly court proceeding, 
so that the people of the state may be truthfully informed of 
the ownership of the right to the water for power purposes. 
In saying this, I am not antagonistic to a plan, if it could be 
worked out, in which the state, through a corporation to be 
created, would be a party. The complications with govern- 
ments at Washington, Albany, Ontario and Toronto are no 
light matters, but our companies are not set or rooted to any 
one plan and are approaching the whole problem with open 
minds and a disposition to be helpful and considerate of every 
interest involved. The big thing is to get the power developed. 
The value of a commission investigation will lie in the ability 
of the commissioners and in the thoroughness of their work 
and report. This matter should have no political cast. It 
is one purely of business. From that standpoint we are com- 
pletely committed, the sole end in view being to cause the 
power to be developed and sold at the cheapest price. 

The third thing that should be done is to put the inland 
streams to work. Here there is no question of government 
ownership. The only relationship with the state is the facili- 
tation of storage reservoirs which are necessary in order to 
have the power available for distribution and use by the house- 
holder and farmer. 

If these three great sources, Niagara Falls, the St. Lawrence 
and the inland streams could be developed, 16,000,000,000 
KWH of the cheapest hydro power possible in the United 
States could be developed. Last year the total used in the 
state was approximately 12,000,000,000 KWH. If this hydro 
power can be developed cheaply and sold cheaply to industries, 
this state can have a tremendous industrial growth and that 
growth will be rooted in soundness. No other state in the 
Union has a future even approximating this. The sole ques- 
tion is: Are the citizens of this state able to divorce these 
sources of cheap water power from politics and have them 
treated upon an honest business basis? If that can be done 
an era of growth and prosperity greater than ever given any 
American commonwealth lies before us. Development of this 
cheap power is the true and practical way to lower household 
rates in this state and to keep them low. I doubt whether 
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there has ever been a law passed since the beginning of time 
that really lowered the price of any commodity or for any 
period of time fixed it or controlled it. Economic forces 
alone are at the heart of business. Regulation of public utili- 
ties can only be for the prevention of unfair and discriminatory 
rates. Regulation itself never can make rates. If the Public 
Service Commission of the state requires the companies to 
adopt some new rate schedule for the sale of power to industry, 
such a tariff would not bring us a single new customer and 
undoubtedly would drive many an old one away from us. 
If the government took over the public utilities, the first thing 
that would happen would be that the manufacturers now buy- 
ing their power would start building their own plants to 
generate power, because they would not dare rely upon poli- 
ticians and the changing administrations for so vital and 
necessary a part of their business. Personally, I see no 
difficulty whatever about securing lower rates and better 
service in this state, provided we can use the great undeveloped 
water power resources as they should be used. The hope of 
the consumer in the State of New York does not lie in a 
multiplicity of new statutes and new theories. It lies in the 
economic sources that we have, plus a standard of morality in 
the management of the corporation that truthfully has a 
public point of view as well as a private one. Sound economics 
and able, public-spirited management are the only things that 
can produce lower rates. 

The objectives of public utility companies should and must 
be to give the best possible service at the lowest possible rates. 
Such rates must be sufficient to give to the investors in the 
companies reasonable certainty of return upon the fair value 
of the property rendering the service and to attract the tremen- 
dous amounts of new capital needed annually for expansion. 
Such rates must be high enough to permit the payment of 
adequate and equitable taxes to the local, state and national 
governments, to permit proper depreciation, obsolescence and 
adaptation to the constant changes and new discoveries occur- 
ring in the electrical business, and to permit the payment of 
fair and remunerative wages and salaries to the employees of 
the companies and to care for them when injured, sick and 
aged. 
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To attain these objectives it should not be necessary to resort 
to continuous rate cases and court reviews. The doors of the 
company should be wide open to its consumers, to munici- 
palities and to the commission to discuss and receive infor- 
mation concerning the company’s business. State commissions 
possessing the power to fix rates cannot and should not function 
as prosecuting attorneys. The road to low rates and good 
service should not be a battlefield, political or legal. Public 
Service Commissioners’ work must largely be fact-finding and 
their acts must be within rules and precedents, otherwise such 
acts will be futile. Such commissioners must have the courage 
to stand by the companies when right, in the face of criticism 
and political interference. 

The companies are powerful instruments for great good or 
harm to the communities which they serve. The possession of 
this power is a great responsibility which must be exercised for 
the building and benefit of the communities. 

This all presupposes the highest character of management, 
honesty, ability and fairness, and a public, as well as company 
point of view. It equally presupposes frankness and dealings 
conducted openly and where possible, publicly. The cure for 
unjust and selfish political interference, for well-meaning but 
ignorant criticism and for the assault of the demagogue is not 


silence, but frankness and the truth, told in the open forum. 
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THE REVISION OF THE PUBLIC SERVICE 
COMMISSIONS 


HON. FRANKLIN D. ROOSEVELT 


Governor of the State of New York 


HEN history is written the Legislature of 1930 will 
always be remembered as having taken one great 
step and opened the door towards another great step. 

The first was the passage of the law authorizing me to 
appoint a commission to use every effort to bring in a plan for 
the development of our electrical resources on the St. Lawrence 
under a state agency, rather than by a private corporation. 
I have spoken several times before of the details of and reasons 
for this important state policy and I refer to it now only 
because it has a somewhat close bearing on the general subject 
of cheaper electric light in our homes, and I hope that you will 
bear the fact of the St. Lawrence policy in mind when you 
discuss the even broader subject of the state’s general policy 
towards what are known as public utilities. 

Let us go back about fifteen months. Early in 1929, there 
was a general agitation in many parts of the state over what 
was considered by many to be the failure of the Public Service 
Commission to function as it had been intended to function 
when it was first established under the administration of Gov- 
ernor Hughes in 1907. At that time, twenty-three years ago, 
Governor Hughes, fortified by his experience in the astounding 
revelations of the insurance investigation, obtained from the 
Legislature the creation of a Public Service Commission which 


1Governor Roosevelt was most cordially invited to speak at the semi- 
annual dinner of the Academy. After the date for this meeting had been 
fixed and invitations issued, the New York Legislature determined upon the 
same day, Friday, April 11, as the date for its final adjournment for the 
1930 session. Under the circumstances, Governor Roosevelt felt that he 
could not be absent from Albany that evening. He kindly consented, how- 
ever, to the inclusion in this volume of an address which he shortly afterward 
delivered by radio on the subject he had been invited to discuss before the 
Academy. This contribution, as revised by Governor Roosevelt for the 
purpose of publication here, assures that this volume includes an authoritative 
presentation of his views. 
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was intended to supervise the activities of utility companies of 
various kinds. Up to 1907, the Legislature itself had from 
year to year sought to supervise utilities by stating maximum 
rates,—an unsatisfactory system which resulted in log-rolling, 
lobbying, and actual bribery in the legislative halls. Governor 
Hughes and everybody else in 1907 recognized without ques- 
tion that there is a very great distinction between wholly 
private industrial companies dealing in commodities like 
steel or shoes or clothing or groceries or flour or automobiles 
or farm implements or running department stores, and on the 
other side, semi-public corporations dealing in service to the 
public such as gas, electricity, street cars, etc., in other words, 
services which might and probably would result in monopolies. 
There was no question that the state had the absolute right not 
merely to regulate these public utilities and to supervise their 
methods of carrying on business, but also to give or deny to 
them the right to get charters except on terms laid down by 
the state. The Public Service Commission, therefore, was 
created in the days of Governor Hughes to act not as a court as 
between the public on one side and the utility companies on 
the other, but to act definitely and directly for the public, as 
the representative of the public and of the Legislature, their 
sole function being to supervise the utilities themselves under 
definite rules. That is a very clear statement of the common 
law principle which goes back hundreds of years in the 
civilization from which we spring. Keep that distinction in 
mind when I speak of the next events. 

Gradually from 1907 on there had come about forgetfulness 
of the Public Service Commission’s primary function. Gradu- 
ally the commission had come to consider itself more and 
more as a court and many of the public had come to think of 
a utility company as very similar to any corporation engaged 
in private business as distinguished from public service. 

As a result of the agitation early in 1929 a commission was 
appointed consisting of six members of the Legislature and 
three commissioners appointed by me. This commission held 
extensive hearings last autumn and until March, 1930. The 
six legislative members brought in last month a series of over 
thirty bills. Let me tell you first what these bills did. All 
but ten of them may be dismissed with the simple statement 
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that they are of distinctly minor importance, relating chiefly 
to changes in language and small modifications in the Public 
Service Commission’s procedure. Of the other ten bills which 
were of some importance, one gives authority for the first time 
to the Public Service Commission over holding companies; 
one bill proposes a new method of appeal to the Appellate 
Division by companies which are not satisfied with the Public 
Service Commission’s rate-making; one bill creates a Bureau 
of Valuation and Research; and another seeks to set up a 
people’s counsel in the office of the Attorney-General. The 
bill to create a so-called people’s counsel, I vetoed yesterday 
on two very simple grounds. The first is that the Public 
Service Commission itself ought to act as the people’s counsel 
and should be given all the legal, engineering and accounting 
assistance possible to this end. Secondly, there would be a 
division of responsbility if both the Attorney-General’s office 
and the Public Service Commission were charged with the 
protection of the people’s rights in utility matters. All of 
these bills passed both houses of the Legislature but two others, 
extending regulation, got lost between the Senate and 
Assembly during the rush of the final night session and did not 
pass the lower house. These were the bill to provide for 
regulation of private water companies, and the bill providing 
regulation of the practice of submetering electric light to 
tenants of large buildings. I wish that the public and I 
could some day learn the true story of where and how these 
bills got lost. I think it would make interesting reading. 

It is greatly to be regretted that the Public Service Commis- 
sion was not given authority over private water companies, 
because, though few people realize it, a very definite drive is 
now being made by promoters and others to buy up private 
water companies and even the municipally owned water com- 
panies in many parts of the state, in order to create new hold- 
ing companies which through their financing arrangements 
may be turned into gold mines for the promoters, even though 
they are not always gold mines for those who buy the stock. 

Now we come down to the meat in the cocoanut—and here is 
where my friends in the Legislature made what I honestly and 
sincerely believe to have been a very grave error of judgment 
and a very grave failure to understand the overwhelming 
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demand for the laying down of a clear and well-defined state 
policy about utility companies and their rates. I refer to 
two bills introduced by the legislative members of the investi- 
gating committee, the valuation bill and the contract bill. 

The first when introduced proposed a definite valuation by 
the Public Service Commission of the property of all the utility 
companies of the state over a period of years, but did not set up 
in any way any policy or clear-cut definition of how the valua- 
tion was tobe made. The purpose of valuation is, of course, to 
find out how high or low the rates charged to consumers 
should be in order to give the utility company a fair profit. 
I objected to the bill from the beginning because it failed to 
set up any distinct standard for the valuation. In the closing 
days of the session, after protest by the utility companies, the 
legislative leaders amended this measure by making the so- 
called valuations wholly discretionary, thereby pulling out the 
few remaining teeth in the bill and making it, in my judgment, 
absolutely valueless. 

The other bill, also weakened in the closing days of the 
session, is equally a mere gesture by the Legislature, and I do 
not think it is worth the paper it is written on or the cost of 
having it printed. It represented originally a half-hearted 
attempt to provide for voluntary contracts between the Public 
Service Commission and the utility companies by which a 
company might come to some kind of an agreement on valua- 
tion, this to hold good for ten years. It was perfectly clear 
at the hearings that the utility companies would not enter into 
any such contracts unless they could get what they thought 
were wholly satisfactory rates, and there was nothing to 
compel them to make the contract. It was indeed stated that 
they had no intention of making any contracts whatsoever with 
the Public Service Commission. In the closing hours of the 
Legislature this bill was practically stricken out and the new 
bill substituted providing that municipalities may, if they 
can—and let me stress the words “if they can”—make ten- 
year rate contracts with the utilities doing business within their 
borders. There is nothing new in this provision. It has 
been tried out in the past with street railroads and has proven 
practically useless. This bill is also a mere gesture and means 
less than nothing at all. 

[204] 


No. 1] REVISION OF THE LAW 205 


The above is a simple statement of the way the mountain 
labored and brought forth a mouse, and this in spite of the 
fact that nearly one hundred thousand dollars has been spent 
trying to provide some really useful legislation. 

Nevertheless I feel that the money and the time have not 
been wholly wasted, because more and more people are taking 
a greater interest in the whole subject of public utilities and the 
more discussion there is the more the public will realize that 
the time is at hand for this state, and most of our sister states, 
to take definite and positive action. 

The three minority members of the investigating commis- 
sion, in the hearings and in their recommendations, went to 
what is really the root of the public utility problem. They 
pointed out the simple truth that the major problem of restor- 
ing proper supervision of utilities centers around the question 
of valuation for rate-making purposes. The question is 
whether the great utility companies are under present methods 
rendering regulation ineffective by insisting they are entitled 
to profits rated on inflated valuation of their properties and 
by starting long-drawn-out controversies in the courts when 
they do not like the rates granted by the commission. 

The Minority Report signed by Commissioners Walsh, Bon- 
bright and Adie is a model of clarity and will for many years 
be used as a kind of textbook throughout the United States. 
They say that the only way to assure reasonable rates for 
electric light, telephones, etc. is to establish by statute a definite 
declaration on the part of the people of the state, who grant 
the charters under which these companies operate, making it 
clear just what elements can be used to set up the rate base, 
these elements being composed essentially of the actual cost of 
the necessary properties, i.e. the actual cash put into the 
utilities by investors. Such a rate base becomes fixed and on 
this rate base and no other a reasonable rate of return should 
be allowed to the utility. 

Take a simple example. Suppose a new electric light and 
power company is organized to serve a given territory and that 
the cost of developing the power, transmitting it, and dis- 
tributing it to the homes and industries of the region is one 
million dollars. Under the definite plan proposed by the 
minority report this million dollars would be raised, let us 

[20s] 


| 
| 


206 PUBLIC CONTROL OF POWER [Vou. XIV 


say, by bonds which would be entitled to the actual rate of 
interest on the bonds, say five per cent; in part by preferred 
stock which would be entitled to the actual rate of interest, say 
six per cent; and in part by common stock which would be 
entitled to say seven or eight per cent. This would mean that 
the rate would have to be high enough to pay this interest and 
these dividends, say an average of six per cent, or a total of 
sixty thousand dollars profit to the company in the first year. 

The Public Service Commission would also allow an annual 
sum to retire the bonds, so that as the net result if the bonds ran, 
say, for thirty years, and amounted to one half the financing, 
and if there were no replacements out of depreciation reserve, 
the capital of the utility company at the end of thirty years 
would be only half a million dollars, because the bonds would 
be retired, even if the property were then worth less. In other 
words, at the end of thirty years the public in paying for this 
electric light and power would only have to pay enough to 
give about thirty-five thousand dollars of profit to the stock- 
holders of the utility company. 

Now let us see what is done by some utility companies oper- 
ating under the present laws, or rather lack of laws. The 
same company, in the same territory, capitalized for one 
million dollars, gets the same part of this capital through the 
issue of five per cent bonds, through six per cent preferred 
stock, and by seven or eight per cent common stock, but it 
demands at once that it be allowed a seven or eight per cent 
return on the whole million dollars. This means that it is 
getting twelve, fourteen or sixteen per cent on the common 
stock, and this common stock is usually held by the insiders 
in the company. 

Next, under existing laws, the company fails to retire a 
portion of the bonds each year so that at the end of thirty 
years, the life of the bonds, they are refunded by issuing new 
bonds and running them another thirty years. Thus, the public 
has to continue to pay for all time on the original capital struc- 
ture. In this example, the public would be paying at the end 
of thirty years from $170,000 to $180,000 instead of $35,000 
under the bond-retirement principle. 

But, this is by no means all. In many cases in the United 


States, through the mysteries of so-called accounting, com- 
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panies have been allowed to set up each year very large depre- 
ciation reserves and instead of having these depreciation 
reserves deducted from the original cost of the plant, these 
depreciation reserves have been actually added to the capital 
structure. Bear in mind that these depreciation reserves are 
paid for out of the monthly bills which are sent to you, the 
consumers. This method may mean very easily that at the end 
of thirty years a depreciation reserve may amount to one-half 
the original investment cost so that you are paying a profit on 
one and one-half million dollars instead of on a million dollars. 

But still this is not all. Under the lack of a plainly stated 
policy by the state governments as to what the rate base shall 
be, the Supreme Court has gradually allowed the inclusion of 
large additional amounts in the rate base, based on what it 
would cost to reproduce the plant anew after many years 
have elapsed. This means that if a dam or power house 
actually cost only half a million dollars when erected twenty 
years ago it would now cost twice that amount to reproduce. 
The utility company could add one-half million dollars to 
this rate base, a straight out-and-out gift of that amount to 
the utility company stockholders. Suppose then, that in the 
case of our million dollar utility company half a million 
dollars were added by this wholly illogical depreciation 
reserve addition, and another half-million dollars were added 
by the reproduction of plant theory, even though the old 
plant continued to be operated; we would have a rate base 
of two million dollars instead of a rate base of half a million 
dollars under the proposed investment theory. 

Put it another way. On two million dollars the users of 
electricity in our homes would have to pay seven or eight per 
cent, or $140,000 to $160,000 a year of profit to the company, 
instead of $35,000 a year under the proposed new set-up. It 
is perfectly evident that the difference between $35,000 and 
$140,000 to $160,000 means not only much higher electric 
light bills to the consumers but also profits to the original 
common stock investors which would be not seven or eight per 
cent on their investments but anywhere from twenty-five to 
fifty per cent. 

That is why I am insisting that this state should return to 
the original theory of granting a reasonable return and only 
a reasonable return to the owners of utility companies. 
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Let me give you some very simple figures, prepared by one 
of the great New York papers, which show graphically the 
importance of this question of state regulation. Generally 
speaking, the people of our state are paying higher rates for 
electricity in their homes than the people in most other sections 
of this country and of Canada. And even within our own 
state the prices charged for electricity have an absurdly wide 
range. These figures are based on the monthly use of 250 
kilowatt hours of electricity, an amount that would permit the 
occupants of an average four-room house or apartment with 
one thousand square feet of floor space to light their home 
and also to use the following electrical equipment— an electric 
flat-iron, toaster, vacuum cleaner, electric fan, washing 
machine, ironing machine, radio, sewing machine, refrigerator, 
and last but by no means least, an electric range. This family 
living in Manhattan would pay $17.50 a month; in Brooklyn, 
just across the East River, only $13.40; in Staten Island, just 
down the bay, $11.55. In Buffalo the family would only pay 
$5.50; and in Albany $9.30. 

If this family living in Ontario, on the Canadian side of 
Niagara Falls, they would pay $2.79; but if they lived on the 
American side of the Falls they would pay $5.50. If they 
lived in Dunkirk, N. Y., a city owning its own municipal plant, 
they would pay $6.93; but in Oswego, which has a private 
plant, they would pay $11.20. 

In Ithaca, in Bronx County, in Westchester County, and in 
several other parts of New York this family would pay over 
$20 a month and as high as $23.70, whereas if they lived 
almost anywhere in the province of Ontario they would pay 
less than $3 a month. 

This, mind you, is not an argument on my part for every 
city in this state to embark right away on a program of 
municipal ownership. The spread in rates merely indicates 
that there is something wrong with our present method of 
supervising private ownership. I realize full well that this 
great problem cannot be successfully solved in one year, or 
in two years. Like most great problems it will take several 
more years of presentation of the simple facts to the average 
citizen,—not just to experts and courts and trained account- 
ants. The facts are there in simple homely terms. 
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You will be inundated with all kinds of propaganda which 
in the past has been extended even to our public schools and 
people will try to befog and becloud the simple issue. 

The straight question for you and for me to ask is whether 
we are going to return to the three-hundred-year-old distinc- 
tion between a company engaged in wholly private business 
and a company engaged in a monopoly of a service which must 
be used by all of our citizens, rich and poor alike—a monopoly 
which exists by the grace of you and me through the charters 
which we have granted. 

There are two methods of restoring reasonable rates for 
electricity and telephones in this state; and I say advisedly 
that I consider the rates charged to householders for these 
commodities are today too high and unless we act definitely 
and promptly they are going even higher. One of these 
methods is to allow and restore competition either by encour- 
aging new companies to enter the field or by setting up at 
least as a ya:dstick more municipally operated companies, 
especially in the electrical field. 

I think it is an established fact that those municipalities in 
the United States which have their own municipally owned 
companies providing the light and power for their citizens 
give just as good service and much lower rates than almost 
any of the privately owned companies. The yardstick of 
municipal operation is the question of success. The muni- 
cipally owned companies are today almost all successful and 
the yardstick which they have furnished us proves that the 
rates of most of the privately owned electric companies are 
too high. 

The other method which can well go hand in hand with the 
first is to give the Public Service Commission a definite rule 
for valuation and to make it obligatory on the Public Service 
Commission to fix rates in accordance with this definite set 
standard and no other. Let me say that this is not and should 
not be a matter of politics. If it becomes such, it will not be 
through my action, but nevertheless it is an issue, and I hope 
that the two major parties will not line up on different sides of 
this issue. It is an issue between two schools of thought. 
One school would return to the fundamental principle that a 
public utility is the creature of the state, that it must give 
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service and that it can and should earn a reasonable return on 
the investment which it has made and no more. The other 
school of thought would have us believe that a public utility 
company is essentially a private business operated for service 
perhaps but operated in such a way that through swollen 
valuations past, present and future it can make the public 
pay rates on two and five and tenfold the amount of money 
which was actually invested. 
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